The JOURNAL of ACCOUNTANCY 


Official Organ of the AMERICAN INsTITUTE OF ACCOUNTANTS 


Vol. 38 Juty, 1924 No. 1 


Relationship Between Banker and Accountant’ 
By WALTER W. HEAD 


The banker’s real need for the service of a certified public 
accountant—and the great responsibility of the accountant—are 
peculiarly the result of the complexity of modern business relation- 
ships. In the early days of banking there were no certified public 
accountants. There was no real need for the service rendered to- 
day by certified public accountants. Bank loans, in an early day, 
were made upon the basis of the confidence which the banker felt 
in the applicant for a loan—just as today—but the establishment 
of this confidence was the result of direct personal contact, not the 
result of a statistical analysis. The banker formerly knew 
personally the men who applied for loans. Frequently he knew 
all the details of their career, their family history, the reputation 
of their ancestors. Certainly he knew all the essential facts of 
their own business history. Off-hand, the banker of that period 
could assay the relative financial integrity and stability of almost 
every individual in his community. He may not have known the 
exact amount of the assets and liabilities of any individual. 
Instead of that, he built his credit file upon his knowledge of 
human nature and, particularly, upon the nature of his own 
customers. 

The growth of cities and the development of great corporations 
made it impossible for the banker to continue to do business by 
these methods. It became an impossibility for any individual 
officer to know all the persons with whom his bank did business, 
Corporate organization, to a considerable extent, removed the 
personal element from financial transactions. Personal integrity 
continued—continues today—to be the most important single 
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factor in rating a customer’s credit; but this alone does not 
suffice, nor is the banker able to determine even this factor with 
the same simplicity and the same direct contact that was formerly 
the rule. For a time, under the new conditions, the banker 
continued to deal directly with his customers who sought loans. 
He dealt with them on a more formal basis. He asked for 
financial statements. He made inquiry as to the accuracy of the 
statements rendered. But he continued to maintain a direct 
contact in so far as this investigation was concerned. He was his 
own accountant. 

In time, however, even this direct relationship was outgrown. 
Increasing intricacy of business relationships and increasing 
size of business units required the development of specialists, who 
made it their business to attain a special proficiency in the 
analysis of financial statements. These specialists have developed 
into the profession of certified public accountancy, as it exists 
today. 

The original work of such accountants was the checking up of 
the liabilities shown on a financial statement, the verification of 
the facts as stated and the investigation of the basis for these 
facts. Next the banker required the accountant to investigate 
the customer’s statement of assets, not merely to verify the 
accuracy of the figures, as reflecting accurately the record of the 
customer’s own books, but also to make certain that the 
book figures accurately portrayed the actual condition of his 
business. This made it necessary that quantities and values of 
merchandise be verified, that the classification of items be ap- 
proved, that charge-offs and off-sets, proved to be necessary by 
the general average of the particular business under investigation, 
be set up properly. 

The banker’s need for this service—which involves a tremendous 
ramification of detail and a wide knowledge of accounting, of 
finance and of general business practice—finally brought the 
profession of certified public accountancy to its present high 
standing. Today, the certified public accountant is indispensable 
to the banker. 

No other profession owes such devotion to truth, which always 
inculcates confidence, as does that of accountancy. No group of 
men should be so especially possessed of a ‘‘single-track mind "’— 
to use a phrase made famous by Woodrow Wilson. The 
accountant should operate always on a single track—and that a 
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straight track—driving directly and steadily toward one goal, 
the facts of the case. We bankers admit and applaud the 
accountant’s devotion to the truth and his service to us in 
ascertaining the truth. Accountants, however, are but human. 
Not all pursue the ideal of their profession with the same zeal or 
the same efficiency. For that reason, it is proper to discuss some 
of the relationships between banker and accountant which are 
not, from the banker’s viewpoint, maintained at a uniform 
standard of perfection. 

The greatest defect in the analysis of financial statements is 
incompleteness. This may be due to acts of commission by the 
accountant or to acts of omission. Both are equally serious, from 
the banker’s standpoint. 

There may be, and too frequently is, carelessness in the classifi- 
cation of assets. For instance, a single item, “accounts re- 
ceivable”, frequently does not represent the true situation. 
This may include merely the accounts receivable in the ordinary 
course of business; it may include accounts past due. In order to 
be entirely clear to the banker, it should separate accounts past 
due into one or more independent classifications, so that the 
banker may judge, in the light of his knowledge of general 
business conditions, whether the accounts receivable are really 
worth the total amount set up under this heading. It is highly 
important that proper charge-offs be made, based on the ex- 
perience of the particular business, for uncollectible accounts. 

Another item capable of serious abuse is “notes receivable.” 


Here again it is important that there be some indication as to 


whether these are notes received in the ordinary course of busi- 
ness or notes received for past-due accounts, or, perhaps, notes 
given by officers or stockholders or employees of the company. 
The mere item “notes receivable” may be seriously misleading. 

Speaking generally, the banker can not be expected to see—he 
can not see—that which is not in the statement. The accountant 
should not assume that the banker is possessed of any powers of 
clairvoyance or even of particularly superior intelligence. The 
accountant is the man who is in a position to know the facts. He 
should set them forth in such detail that there can be no possible 
misunderstanding. It should be his goal to make his audit so 
simple and clear that a child might read and understand it. 
That goal, it is true, may be impossible of absolute attainment, 
but it is a goal which may be kept in mind with great benefit. 
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Always and everywhere, the two qualities which determine the 
value of the accountant are sincerity and honesty. There can be 
no temporizing in either case. The accountant must ever keep in 
mind that he is an independent agent. He may be employed bya 
corporation to prepare an audit, but this audit, when completed, 
is not the corporation’s audit. It is the accountant’s audit. His 
signature attached gives it the indorsement of his reputation for 
diligence and integrity. It should reflect credit upon him for, if it 
does not, it will reflect discredit. There is no middle ground. 

The mere phrase ‘‘certified public accountant” below the sig- 
nature is not, in itself, convincing. The name of the accountant 
supported by the test of past performance, guaranteed by his 
reputation for integrity and diligence, is the important thing. 
That name is something which every accountant should guard 
with the greatest care. It is his honor; and, more, it is his stock 
in trade. The accountant’s sincerity and integrity should be 
aggressive qualities, positive, not negative. It is within the 
accountant’s power to discourage ‘‘dressed”’ statements. Not 
merely should the accountant refuse to connive at fraud, which he 
usually does with emphasis, but he should be insistent upon the 
inclusion of every item that is necessary to show an absolutely 
fair, uncolored statement of the condition of the company which 
he isexamining. It is as much his duty to protest against the use 
of ambiguous phrases or ambiguous classifications as it is his duty 
to object to positive fraud. Particularly should the accountant 
set forth exactly what he has done and exactly what he has not 
done. A statement of the value of stock at a certain amount is 
well-nigh worthless unless it is accompanied by a statement of the 
precautions which are taken to check the item. Did the account- 
ant check the footings of the company’s books? Did he make test 
counts to confirm the quantities listed in the company’s books? 
Did he examine the original records of purchases or of sales? If 
the audit does not clearly show the exact point to which the ac- 
countant proceeded, the banker must either disregard the figure 
or make an independent investigation—if, indeed, he does not 
fall into the pitfall of accepting the audit for what it seems, but 
is not. 

I recall a certain audit which came to my attention a few months 
ago. An investigation of the basic facts of the business which it 
purported to analyze, but did not, showed that it misrepresented 
the status of the company to the extent of $100,000, a matter of 
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nearly 20 per cent. of its alleged net worth in this case. This was 
the result of mishandling an item of $100,000 which appeared both 
in accounts receivable and in merchandise. Such misrepresenta- 
tion would not have been possible unless the accountant connived 
at the fraud or willingly shut his eyes and certified figures about 
which he knew nothing. In another instance recently a thorough 
check showed gross errors in the accounts of a certain corporation 
for a period of five years, although every year a certified public 
accountant certified the accuracy of the statements. In one year 
the certified audit showed a profit to have been earned; in fact, 
nearly half a million dollars of new money had been put into this 
concern, a fact which the audit overlooked entirely. 

Discrepancies such as these force bankers to draw the line 
between 100 per cent. accountants and 75 per cent. accountants 
and 50 per cent. accountants. The accountant may say very 
properly that he is sometimes employed to make an audit which 
is not intended to be complete. That is very true. But, in such 
case, he should specify carefully the limit to which he has gone, in 
order that the banker may know, from the face of the record be- 
fore him, that the audit is not complete and exactly wherein it is 
not complete. 

Such care is the supreme test of the accountant. It is easy, it 
is a natural tendency of human nature, to omit direct reference to 
statements which reflect discreditably upon the concern examined. 
The accountant’s client may object, in case the corporation 
examined is the client rather than the bank. But strict integrity 
requires that no essential factor be omitted and nothing is more 
essential than a clear showing of the point at which the audit 


stopped. 
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Professional Accountancy Education Within the 
Public Accountant's Organization" 


By J. HuGH JACKSON 


One of the very hopeful signs of the future of professional 
accounting is that from its early begirnings its leaders have 
looked upon accountancy education as one of the most important 
guarantees of the profession. Through the interest of these 
leaders, and by their assistance, accountancy schools were organ- 
ized and accountancy curricula in many cases were given the 
stimulus which has carried them forward. During more recent 
years, however, it has come to be quite generally recognized that 
the instruction given in these various schools, valuable as it is to 
those who are fortunate enough to obtain it, fails to give the type 
of training needed in the professional office, and that certain 
inefficiencies exist in the graduates which need to be remedied. 
Because of this condition certain of the larger and more prominent 
accounting concerns have organized what have come to be called 
“professional training courses.” 

With accounting education the general topic of discussion in 
today’s meeting, it is the purpose of this paper to discuss the 
education of professional accountants from the viewpoint, and 
within the organization of, the practising accountant. 


THE NEED FOR TRAINING OF MEN EMPLOYED IN PUBLIC 
ACCOUNTING ORGANIZATIONS 


One of the most striking things about accountancy today is the 
constant complaint made by employing accountants regarding 
the lack of training of the men who seek employment on their 
staff. Hundreds of applications are received each year by public- 
accounting organizations which cannot be considered at all 
because the individuals making these applications are not fitted 
either by training or by temperament to do the work which the 
public accountant has for them to do. Such applications usually 
are not given serious consideration, and therefore it is not with 
these individuals that this paper is to deal. It refers instead to 
those young men who do obtain employment in public account- 
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ants’ offices, many of whom are almost wholly lacking in one or 
more of the essentials of the profession. 

Probably the majority of us will agree that a most necessary 
attribute of the public accountant is personality. While this 
perhaps cannot be developed by a course of study, it is possible 
that in the right environment and with proper coaching a man 
may be improved in this respect and made more pleasing to those 
with whom he comes in contact. Habits of speech, dress, per- 
sonal tidiness, and many such things may not make the man, but 
they go far in revealing him. The public accountant is not a 
salesman in the sense that he must be a solicitor or a canvasser, 
yet he must be able to sell himself and the work which he is doing 
to his client. Anything which will tend to improve the individual 
employee in this respect should by all means be adopted by the 
public-accounting organization not only with regard to those 
men whom it hopes to develop into future managers and partners 
of the firm, but also with regard to every staff assistant who, more 
or less directly, will serve in the offices of clients as the firm’s 
representative. 

The aim of all real education is to prepare the student to cope 
properly and successfully with the problems of life wherever and 
however he may meet them. This is true whether the prepara- 
tion deals with matters directly related to the vocation which he 
expects to follow, or whether it develops him merely in ways 
affecting only indirectly, but no less certainly, his vocational life. 
On this basis one of the most important duties of education is to 
develop in the student the ability to express himself clearly and 
concisely, to make himself liked by his fellow men and to have his 
expressions of opinion respected, though not necessarily accepted, 
by all who may hear them. 

Coming more directly to the point, perhaps the greatest defi- 
ciency in beginning accountants, and in many older ones too, is 
their almost complete inability to use the English language 
effectively. It may be possible in the case of a report or other 
material which the staff assistant has prepared, to take a pencil 
and correct grammatical errors with little loss of time more than 
is required for the reading of the material, but if there be no com- 
position to begin with, or if it be so inadequate that the principal 
can use it only as an outline for building up what must be said in 
the audit or other report, then we believe the accountant has a 
right to feel that here is a junior who is destined never to advance 
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far in the profession. In fact, one of the most prominent and 
best-known accountants in New England has said that in his 
opinion any assistant may rise just as high in the accounting 
profession as he has the ability to express himself in English to 
his principal or to the clients of the firm. 

What has been said with reference to English composition is to 
some extent also true of accounting. Whether it be that public 
accountants expect too much of our college-trained men or not, 
it is nevertheless true that the public practitioner is usually dis- 
appointed in the degree man. Perhaps the greatest disappoint- 
ment lies in finding that the man oftentimes has no acquaintance 
with actual methods in use in the accounting departments of 
business concerns. Likewise, not infrequently he has no con- 
ception or real knowledge of the scope of the work at present 
undertaken by the accounting profession; he fails absolutely to 
realize that the verification or analysis of figures is not in itself an 
end but is only a means of guiding the progress of a business. 
Too often, it must be confessed, the public practitioner finds that 
the man with the degree, to say nothing of the man without a 
degree, has really never been taught to think accurately and 
correctly. As President Lowell has so aptly said, the greatest 
need of the world today is for trained men who can think straight. 
Accountancy demands nothing less. 

Other criticisms continually made by beginning assistants 
include the following: 

(a) They are lacking in a knowledge of the principles of 
business arithmetic. Compound interest, annuities, 
and such simple things are often entirely beyond them. 

(b) They do not correctly understand business terms. As 
an illustration of this, it was surprising to find this 
year that in a class of approximately 175 college 
graduates, coming from scores of colleges throughout 
the United States, probably not more than one-third 
knew what a three-party commercial draft was. 

(c) They have no specific knowledge of securities and no 
knowledge whatever of the work incidental to the 
inspection and verification of securities. 

(d) Oftentimes, if not usually, such assistants have little 
conception of an audit programme, and they know 
practically nothing of the importance and of the 
methods of preparing working papers. 
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(e) They lack speed and accuracy in handling figures, even 
to the extent of simple multiplication and addition. 

(f) They are lacking in thoroughness and in power of con- 
centration and have practically no ability to do routine 
work with intelligence and reasonable speed. 

As has been well said, ‘‘The junior accountant of today is the 
senior assistant of tomorrow, and the in-charge accountant of the 
day after.’”” We might say further that he is the professional 
accountant of the future. Therefore the training which the 
junior receives, either before or after he has become affiliated 
with the public-accounting organization, will almost of a certainty 
be reflected later in the work of the supervising accountant and of 
the principal himself. 


ORGANIZATION OF THE TRAINING DEPARTMENT 


Having made a more or less definite case as to the need for 
additional training of staff assistants within the public account- 
ant’s organization, we may next turn our thought to the internal 
organization of that work. This work, if it is best to serve the 
profession, must meet the needs of the individual firm; therefore 
no hard and fast lines may be drawn. However, it is my belief 
that this should be organized as a functional department to 
which shall be assigned all matters pertaining to the technical 
education and professional training of the accounting staff. 
Whether or not the work will be done by a separate executive 
head or whether it will be one of the many duties performed by 
the principal in charge of the office will be largely determined by 
the size and desires of the individual organization. In some cases 
this department may also take care of the interviewing and selec- 
tion of new assistants, or it may give time to special research work 
for the accounting firm, or it may perform any of the numerous 
duties which constantly arise in a professional organization. 
During the busy season of the year the training director will 
probably give his time to the supervision of such field work as the 
principal may assign. 

While it is very difficult in a paper of this kind to outline 
specifically the functions of a department of professional training, 
in general these functions would include: 

(a) Acquainting new assistants with the organization, its 
history and policies, and with their own duties and 
responsibilities. 
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(b) Training these men specifically for the performance of 
their work. This obviously is the most important 
function of the training department and is the one for 
which it usually is organized and maintained. 
(c) Following the work and conduct of these men on as- 
signments, this being done either through the personal 
observation of the training director or by inquiry from 
those in charge of the respective assignments. 
(d) Correcting if possible still existing weaknesses in these 
men and furthering through later courses their educa- 
tion and professional development. This should mean 
as well, the advancement of the men themselves. 
(e) Advising with the men concerning their various problems 
—-professional, technical and personal. 
(f} Promoting uniform methods of procedure throughout 
the firm’s organization, including any branch offices. 
This would represent the type of special research which 
the training director might do—it might include a 
study of the best methods of preparing and handling 
working papers, forms of statements of various kinds, 
a special study of certificates and reports, and other 
similar activities. 
(g) In those organizations in which it is desired to do so, 
a monthly or quarterly publication under an appro- 
priate title might be prepared and sent to all individu- 
als in the organization. This could contain articles 
of general educational value and also inspirational and 
technical articles. Reviews of the more important 
new books in accountancy and related subjects, to- 
gether with a list of current additions to the library, 
should be included. Short résumés of leading techni-. 
cal articles, special bulletins, internal-revenue rulings, 
rates of depreciation used in regular and special audit 
reports, and similar information might also be made 
a part of this periodical bulletin. 
(h) Occasional dinners or banquets could be held. Here the 
principals or partners in the firm and the members of 
s the accounting staff could meet informally. Perhaps 
a in no single way may an organization be so thoroughly 
| bound together and so fine an esprit de corps be de- 

veloped. These meetings could also be made of 
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technical and professional value as well as pleasant 
socially. The department’s chief aim should always 
be the promotion among the members of the staff of 
harmony, happiness and contentment, based upon an 
intelligent and efficient performance of duties assigned. 


CouRSES AND METHODS OF TEACHING 


The courses which would be offered in a plan of this kind again 
must vary according to the needs of the staff assistants and of the 
organization employing them. In some cases a course may well 
be given in business arithmetic, emphasizing speed, accuracy and 
short-cut methods in addition, multiplication, interest computa- 
tions and similar things. The desirability of being familiar with 
compound-interest tables and annuities should be emphasized, 
and it is even well to teach the commercial use of logarithms. 
The use of the slide-rule and of the more common computing 
machines should also be taught. It is true that some of these 
will not be used often, but not infrequently it is very convenient 
and helpful to be able to use logarithms or to make other com- 
putations of this kind. A type of transaction with which most 
accountants have become familiar during recent years is that of 
a bonus to employees paid as a percentage of net profits after 
computing federal income and excess-profits taxes, where it is also 
the desire to deduct this additional compensation as an expense in 
the computation of the taxes. To put the matter differently, it is 
not possible to know the amount of income taxes until the bonus 
payments have been computed, whereas the bonus payments 
cannot be computed until the amount of taxes has been de- 
termined. A very interesting case of this kind came to my notice 
a few years ago in which only one senior assistant in an organiza- 
tion composed of three partners and approximately thirty staff 
assistants was able to make this comparatively simple computa- 
tion. 

With regard to English composition too much cannot be done. 
It is a question, however, whether this can best be taught in class 
work within the organization itself, or whether the various as- 
sistants may not be assigned various texts or be enrolled in some 
good course of study in a near-by evening school. In other words, 
the proper teaching of a subject of this kind requires a very con- 
siderable amount of preparation and training on the part of the 
instructor, and usually such specialization is not to be found 
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within an accounting organization. Even those members of the 
staff who have the ability themselves to express concisely and 
correctly the results of investigations of various kinds probably 
would not possess the ability to teach others how to do it. 

The main courses, therefore, which usually would be given in 
training work of this kind consist of those courses dealing with 
accountancy in its various phases. In most accounting organiza- 
tions beginning assistants are assigned to audit work because here 
they may be most easily supervised and possibly may do the least 
damage if they do make a blunder. Therefore the first course 
which probably would be prepared would be a course in auditing 
and general accounting procedure for beginning assistants. This 
course should consist of lectures and discussions covering the 
principles of auditing and of accounting related thereto. 

Any one of several methods may be adopted as regards the 
conduct of the courses. Certain men could be assigned definitely 
to the work for a period of days or weeks and thus would give their 
entire time to this study, or all members of the staff who are not 
out of reach of the office on assignments could be permitted to 
attend one or more such meetings each week, or the entire staff 
could be asked to meet one or two evenings weekly, say during 
the last three months of the calendar year. Specially prepared 
discussions in any case would deal with the work which assistants 
would do later. These discussions would probably last from one 
to two hours, taking the form either of a lecture by the principal 
or by some well qualified senior member of the staff or a general 
round-table discussion in which all the men present would take 
part, the discussion being directed in a general way by the prin- 
cipal or the one assigned by him to take charge. 

At this point a note of warning should be sounded. It relates 
to the time required for preparing for the work of the various ses- 
sions of the course. If well done the training director must have 
gone through sets of working papers and have very carefully 
selected reports and other materials for the course. Such a pro- 
fessional training programme calls for work of as high quality as 
is offered in any university in the country, while from a technical 
and professional aspect it would perhaps surpass the work of such 
schools. This means an instructor of first quality, together with 
time to prepare the work properly from day today. One cannot 
too strongly emphasize this point, for it is apt to be overlooked 
in the hurry and confusion of the busy office. When we find that 
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in the Harvard graduate school of business administration and in 
most of the other great educational institutions of the country 
the full teaching load is considered to be nine to twelve hours 
weekly, the importance of this will be more fully realized. No 
matter how much accounting a man may know, unless the 
individual in charge of such work has time to prepare his 
materials carefully for each lecture or discussion, a programme 
of professional training will never succeed. 


A CONCRETE EXAMPLE 


As a concrete illustration the following programme of study 
represents the outline prepared and used for thirty two-hour dis- 
cussions for beginning or junior assistants. These sessions were 
not all conducted by the training director, for whenever a topic 
was to be discussed for which a principal or another supervising 
accountant was especially qualified the attempt was always made 
to put the discussion in his hands. 

Lecture I—Introductory. The nature and extent of the 
public accountant’s work; his qualifications and training; 
the balance-sheet audit; its extent and limitations; be- 
ginning an audit; the junior’s function in the public ac- 
countant’s organization. 

As a reading assignment for this discussion, five articles 
in the various issues of THE JOURNAL OF ACCOUNT- 
ANCY were chosen, and each assistant was expected 
to read at least three of them. 

Lecture II—The auditor’s working papers. Their prepara- 
tion and content; methods of indexing, filing, etc.; the 
working trial balance; the working balance-sheet; leading 
and supporting schedules; the comparative feature in 
schedules; etc. 

Several additional assignments were made for this dis- 
cussion, while in addition fifteen selected sets of work- 
ing papers were assigned. Each assistant was asked 
to read the assignments and to study carefully the gen- 
eral features of several sets of working papers. These 
working papers were carefully chosen by the training 
director as particularly typifying the procedure of 
the accounting firm and were taken from more than 
a hundred sets of papers inspected. 
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Lecture I!I—Capital assets. Distinction between charges 
to capital and charges against revenue; verification of cost 
of property, including authorizations, expenditures, con- 
struction in progress, etc.; form and content of leading 
schedules and working papers. 

In this case approximately a dozen reading assignments 
were made from which the assistants were expected to 
choose two or three. Several typical sets of working 
papers, in which the verification of property had been 
particularly well set forth, were also assigned and the 
assistant was instructed to study carefully the method 
used in verifying and scheduling cost of property. 
These working papers were, to a very large extent, 
the basis of the class discussion. 

Lecture [V—Capital assets (continued). Depreciation and 
depreciation methods; sufficiency of the provision for 
depreciation; schedules of dismantlement and loss there- 
from;etc. Also, as a part of this session, goodwill, patent 
rights, franchises, etc., were discussed, including the 
verification methods to be used for each. 

Again reading assignments and typical sets of working 
papers were listed in order that the assistant might 
make special preparation for the discussion to be held. 

Lecture V—Inventories. Importance of correct inventories 
for balance-sheet and income-statement purposes; detailed 
methods of verification ; summary and supporting schedules 
and working papers; pricing ; certificates of quantities; state- 
ment of work done, etc.; verification of work-in-process, 
both where there is and is not a cost-finding system. 

Approximately a dozen reading assignments and several 
special sets of working papers (in which the inventory 
verification was particularly well scheduled) were 
assigned in preparation for the discussion. 

Lecture VI—Investments and miscellaneous marketable 
securities. Special funds, etc.; methods of verification of 
each; how to count securities; certificates to be obtained; 
schedules to be prepared; prices to be used, etc. 

Lecture VII—Accounts and notes receivable. Reserve for 
bad debts; interest receivable accrued ; methods of verifica- 
tion to be used; summary and supporting schedules to be 


prepared ; etc. 
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Lecture VIII—Cash and petty cash. Obtaining bank 
certificates; counting cash funds; preparing bank recon- 
ciliations; signatures; approvals; summary and detailed 
schedules to be prepared; etc. 

Lecture [X—Deferred charges to operations. Discussion 
of proper items to be deferred; verification methods ap- 
plicable to each; leading and supporting schedules; 
certificates to be obtained (as for insurance policies in 
possession of brokers) ; etc. 

Lecture X—Capital stock and capital surplus. Kinds of 
capital stock; stock of no par value; treasury stock; 
sources of capital surplus; etc.; analysis and verification of 
each; certificates to be obtained; summary and supporting 
schedules; etc. 

Lecture XI—Bond and mortgage indebtedness. Verifica- 
tion methods; indentures of trust; certificates of bonds 
outstanding; cremation certificates; leading and supporting 
working schedules. 

In preparation for each of the above sessions from eight 
to ten reading assignments were listed from which 
the assistant was expected to read as much as his time 
permitted, and, in addition, carefully selected sets of 
working papers were assigned. 

Lecture XII—Accounts and notes payable. Authoriza- 
tions; inspection of vouchers; missing vouchers; certificates 
from note-holders; summary and supporting schedules to 
be prepared; etc. 

Lecture XIII—Accrued liabilities; contingent liabilities; 
liabilities not taken up in the accounts; provision for 
federal taxes, etc. Vouchers; certificates from officers; 
schedules and working papers to be prepared, etc. 

Lecture XIV—Sundry reserves. Sufficiency of provision 
for each; verification and analysis of charges and balances; 
methods of scheduling, etc. 

Lecture XV—Income statement. Its form and content; 
verification and analysis of sales; sales returns, allow- 
ances and discounts; purchases; cost of manufacturing; 
inspection of requisitions, payrolls, etc.; analysis and 
verification of general and administrative expenses; 
summary and supporting schedules to be prepared; 
etc. 
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Lecture XVI—Completing the audit. Reading the corpora- 
tion minutes; unfound vouchers; errors; adjusting and 
closing journal entries; superseded working schedules, etc. 

Lecture XVII—Audit report and the final statements. The 
preparation of each; the certificate; final checking of 
statements, figures in report, etc.; reviewing the work. 

Lecture XVIII—The detailed audit. Wherein it differs 
from the balance-sheet audit above discussed; when used; 
general procedure; reports rendered; etc. 

The discussion of the detailed audit will be largely con- 
trolled by its importance within the individual 
accounting organization. In some parts of the 
country the detailed audit is used much more largely 
than in the large industrial centres. Where this is 
true a correspondingly greater proportion of the time 
must be assigned to the detailed audit in order that 
the assistant may be prepared to do satisfactorily the 
work assigned. 

Lecture XIX—Federal taxes. Discussion of taxable income 
and deductible expenses; analysis of profit-and-loss ac- 
counts for income-tax purposes; explanation of how to use 
tax manuals; etc. 

Lecture XX—Federal taxes (continued). Getting the 
information necessary for the return; discussion of the 
various returns, certificates, schedules, etc., required to be 
filed with the internal revenue department. 

Lecture XXI—Federal taxes (continued). The returns 
(continued); claims for abatement, credit or refund; 
capital-stock tax; etc. 

In those localities where a state income tax also exists 
one or more sessions would usually be given to a study 
of the local income taxes. Also in the discussion 
provided for more advanced assistants, the prepara- 
tion of briefs for filing with the internal revenue 
department, the question of invested capital, of prior 
tax laws, etc., would require perhaps several sessions. 

The remaining discussions in this course were then given to 
such topics as it was thought would be most valuable to the staff. 
The special problems peculiar to partnership accounts required 
all of one discussion. The problems peculiar to corporation ac- 
counts, such as capital stock issue and redemption, treasury stock, 
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discount and premium, etc., were also discussed. Likewise, one 
discussion, this subject not having been covered in any special 
discussions on mathematics, was given to amortization, annuities 
and present worth. Foreign-exchange accounting, branch and 
subsidiary accounts, bankruptcy, insolvency and liquidations 
and similar topics were given one or more sessions according to the 
judgment of the training director and the wishes of the firm. 

For more advanced assistants the special problems relating to 
depreciation, including the courts’ attitude toward depreciation, 
the treasury regulations with reference thereto, etc., might well 
be discussed. Likewise, consolidations and the mechanics of 
consolidated accounts, inter-company eliminations, etc., could be 
considered. For senior assistants in charge of assignments the 
whole general topic of investigations, the preparation and certifi- 
cation of accounts giving effect to proposed financing, and con- 
structive accounting in all its aspects may likewise be considered. 
Thus it will be seen that within the public-accounting organiza- 
tion as broad and varied a programme as desired may be pre- 
pared, covering as intensively as needed all those fields of activity 
in which the particular organization is especially interested. 

As to the method of teaching the materials above outlined, it 
has been suggested already that the difference between this and 
the methods employed by academic institutions is due primarily 
to the wealth of material which is available within the public- 
accounting concern. To state the matter differently, the student 
is referred continually to source material. He does not read 
about working papers, statements, balance-sheets, etc.; he ac- 
tually works with them. From the beginning to the end of his 
course of training he is not fold how to do the thing; he is shown 
how to do it. He sees how the organization of which he has be- 
come a part analyzes and verifies various asset and liability ac- 
counts, how it records the results of this verification in the working 
papers, how statements are set up, and how constructive account- 
ing work of any kind is performed. He is not, of course, exactly 
introduced into the atmosphere of the client’s office, but he cer- 
tainly does imbibe the atmosphere of the public-accounting organ- 
ization. If he cannot here learn accounting it would seem that 
his case is peculiarly hopeless. 
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THE RESULTS OBTAINED 


It must be remembered that in all work of this kind the primary 
purpose is to obtain results for the public-accounting firm. 
Primarily, this work is a commercial proposition, though it may 
also be educational from the standpoint of the assistants taking it. 
If the employer does not feel that he will reap directly a profes- 
sional or financial benefit from the conduct of training courses 
of this kind, it is practically certain that such courses will not 
be given. This may mean that within the accounting organiza- 
tion in which there are several partners, with a consequent 
diversity of views, certain partners may not favor the intro- 
duction of a programme of this kind because they do not believe 
that real results, commensurate with the cost, can be obtained. 

A striking instance occurred recently. In an accounting organ- 
ization offering staff training one partner did not favor the intro- 
duction of the work because he did not believe that accounting 
could be learned in that way. In this particular case the training 
work was being given also in the several branch offices of the firm, 
the material being prepared in the head office and sent in mimeo- 
graph form to the various branch offices. The course of study 
covered a period of approximately four months. At the end of the 
period the auditing season had arrived and all assistants, including 
the staff-training instructor, were assigned to active work in the 
field. During the course of the season the principal above re- 
ferred to was obliged to visit one of the branch offices where he 
was informed by the local manager that due to the staff-training 
programme which the firm had adopted the efficiency of his staff 
had been increased during that season by at least 50%. Upon 
his return to the home office the partner, so we are told, called the 
staff-training director to his office and told him of what had been 
said in the branch office, adding, in effect, that if the staff-training 
programme could really accomplish results of that kind, of course 
he was in favor of it. To state the matter differently, the pro- 
gramme of staff training was to him largely a commercial proposi- 
tion. If it meant additional profits to the firm he was in favor of 
it; if it did not—and in the beginning he was firmly convinced 
that it could not—he was opposed to it. 

This instance has been mentioned because it must be under- 
stood that the method of instruction used in our universities 
could not ordinarily be applied to the public accountant’s organ- 
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ization. The work must be done at such times and in such a way 
that it does not interfere too severely with the use of assistants on 
professional assignments. It may even mean that no assistants 
can be regularly assigned to the training course, and that the staff- 
training instructor will never know from one meeting to the next 
who will be present at the following session. This means, 
obviously, very great difficulty in making definite assignments. 
It also means that each session must be made complete in itself 
so that an assistant may get a well-rounded, complete discussion 
of a particular topic. 


THE EMPLOYEE’s VIEW 


From the standpoint of the employee it is certain, so far as I 
have been able to judge from experience, that the professional 
training programme is most satisfactory. I have found staff 
assistants, both juniors and seniors, intensely eager to be assigned 
to the training course. In some cases they have requested weeks 
in advance that they be permitted to take the work; they were 
eager to qualify themselves better to do the work which the firm 
desired them to do. Many of these assistants were already uni- 
versity graduates and had had good courses in accounting instruc- 
tion. However, the method of approach to the subject and the 
concreteness of the work done appealed to them, and was largely 
or wholly responsible for the desire on their part to have the 
additional training thus made possible. 

As an illustration of the views of such men regarding work of 
this kind experience with a professional training class in New 
York is not without interest. This class consisted of twenty-two 
carefully selected men who, it was believed, showed real poten- 
tiality for successful accounting work. Of the twenty-two men, 
six had received graduate or professional degrees from three well- 
known institutions of higher learning, and thirteen of the men 
had received the bachelor’s degree from the following colleges or 
universities: Harvard 3, Yale 1, Princeton 1, Fordham 1, 
Lafayette 1, Oberlin 1, Rutgers 1, St. Johns 1, University of 
Oregon 1, Western Reserve 1 and Williams 1. Nearly all the 
other men had spent one or two years in a well recognized institu- 
tion of learning. Theseincluded: Harvard (1 year) 2, Princeton 
(1 year) 1, Georgia Institute of Technology (2 years) 1, New York 
University (2 years) 1 and New York University (1 year) 3. 

Nine of these men had taken correspondence or residence 
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courses in accounting with well known schools, and one man had 
received his C. P. A. certificate from a southern state. In the 
professional training course these men were given intensive train- 
ing for a period of eight weeks. Lectures and discussions on 
auditing, federal income taxes and principles of accounting with 
reference thereto required not less than two hours daily, while 
the rest of the day was spent in reviewing selected sets of working 
papers, studying carefully chosen reports and certified state- 
ments, covering assigned readings from various texts, working 
specially prepared problems, and reading articles from leading 
accounting journals. Many of the lectures were given by part- 
ners or by managers of long experience, after the assistants had 
studied carefully the best available material. Each of these 
twenty-two men had had some training in accounting and most 
of them in auditing before taking this training course, and yet 
some time during the eight weeks of study practically every man 
in the group volunteered of his own accord the information that 
never before had he really known what auditing meant. These 
men were enthusiastic about the work and have in most cases 
fully demonstrated the wisdom of the training which was given. 


CONCLUSION 


This paper indicates how much the majority of assistants 
joining the staff of a public accountant need additional training 
in those subjects which are to form the basis of their work. This 
training is absolutely essential in many cases if the men are to be 
able to do the work which the accounting organization employs 
them to do. Many of them lack knowledge and facility in the 
use of the English language, ability to make simple mathematical 
computations with speed and accuracy and have no knowledge 
of the auditing and accounting procedure which must form the 
foundation upon which the staff assistant works. I have also 
attempted to show that the organization of a staff-training 
department within the public-accounting firm is feasible. This 
functional department must obviously be adapted to the needs 
and peculiarities of the individual organization and whether the 
work shall be done by a specially employed expert or shall con- 
stitute one of the many duties of the principal or manager of the 
local office depends upon the desires of the individual firm. That 
a course of study can be prepared and that a method of teaching 
may be used which will bring real results has been demonstrated. 
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This is true both from the standpoint of the employer who is 
interested primarily in the increased efficiency of his staff and also 
from the standpoint of the individual assistant who is ambitious 
and eager to advance himself in his chosen profession. 

Here is an unparalleled opportunity for public accountants to 
make a real contribution to the profession of accountancy. It 
is possible in every organization, to a greater or less degree, to 
hold get-together meetings and to discuss with one another the 
procedures and practices desirable or necessary to accomplish 
best the work of that organization and to uphold the ideals of the 
profession. Even though this does not bring an immediate 
financial return to the accounting firm, it will bring a return in 
increased efficiency and loyalty on the part of the staff and in real 
satisfaction to the employing accountant. 

The public-accounting organizations of America hold within 
their own hands the destiny of the profession. A number of the 
larger and older firms in the United States are already doing a 
noteworthy work, with reference both to their own staffs, and to 
their contributions of material to the great universities of the 
country. It is this spirit which so largely leads to belief that there 
is no professional accomplishment, no civic or social service which 
is not within our reach. Within the lifetime of the younger practi- 
tioners of today accounting will be as fully recognized as any of 
the other great professions. This accomplishment, it is equally 
certain, will come about to no small extent through the generosity 
of the accounting firms of America in making available to their 
employees the very best training which it is possible for any 
profession to give. 
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A “Cost-of-Living” Index for Steam Railroads 
By J. C. Hooker 
INTRODUCTORY 


In these high-cost ‘reconstruction’ days following the un- 
precedented destruction due to the great world war, many pro- 
gressive managers of forward-looking industrial enterprises are 
seeking new ways and means with which to readjust and rejuve- 
nate their businesses on more economical bases. It would seem, 
therefore, that any prospective sidelights on lost motion, on the 
elimination of waste, on a larger production per unit-cost, on 
greater man-hour efficiency, or looking toward possible and sub- 
stantial reductions in operating costs, should prove both timely 
and welcome. 

Following this lead a majority of the going concerns operating 
today within our national boundaries have either adopted or 
evolved individual types of cost systems to measure their pro- 
duction expenses. Such schemes are planned to determine, at 
least with approximate accuracy, the relative values and degrees 
of importance attached to the elemental factors entering into 
successive stages of their finished products or salable materials. 
Some of these systems function remarkably well, while others fail 
dismally. But comparatively few American industries have yet 
utilized the helpful aid offered by our modern-day economists 
through the medium of index numbers. Boiled down to finite 
terms, this help indicates the use of special comparative numbers 
to measure certain relative prices, costs or quantities, through 
successive periods of time, with some fixed or selected base period. 
That is, if 100 be selected as the basic index price of a bale of cot- 
ton for any particular period, say the year 1903, and twenty years 
later the fluctuating price of the same quantity and grade of cotton 
has increased this index to 300, then we may assert that this 
important product sells for three times as much, comparing the 
second period to the first, and the value of a dollar in relation to 
this world commodity now holds merely one-third of its former 
purchasing power. Index numbers are thus commonly used to 
measure cost and price movements through intervals of time, but 
may be employed also to mark changes in elements, quantities and 
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groups subjected to analytical comparisons. To formulate a 
consecutive series of such numbers, for a definite period of months 
or years, concretely illustrates their usefulness in economic and 
statistical investigations. 

As some interesting examples among the modern uses of practi- 
cal index numbers, one may cite the series constructed and issued 
by the United States bureau of labor statistics covering farm 
products in the bulletin of Wholesale Prices, Dun’s index of 
commodities and the less-known cost-of-living index covering 
food, shelter, clothing, fuel and light and sundries, as shown in the 
periodical research reports published by the National Industrial 
Conference Board. Adapted comparisons from some of these 
sources may be drawn upon in this prospective study of a railroad 
operating cost index. 

The financial volume and vital importance of the railway 
industry as a whole, in the United States, take rank next after 
that of productive agriculture and often vie with those of mining 
for second place among the value-producing agencies of the nation. 
An impartial survey of public opinion admittedly indicates that 
farming is the most necessary industrial function of our country 
today; yet sufficient and efficient transportation is as necessary 
to the life and prosperity of the farmer as to the interdependent 
growth of the whole nation; hence it has seemed fitting thus to 
relate both industries in this brief paper. With this relative 
importance in mind, a little inquiry reveals the fact that, as yet, 
no comprehensive cost-index series has been constructed and 
issued for the transportation industry by either private or public 
authorities. 

Investigation shows that approximately 178 steam railroads 
operating in the United States are included in the official designa- 
tion of ‘‘Class 1 roads”’ (i. e., those operating steam roads showing 
annual revenues of over $1,000,000 each). Since the aggregate 
operating expenses of this class of roads constitute about 95 per 
cent of the total of all classes of United States steam carriers, by 
rail, and by reason of their major importance—coupled with the 
existence of more accurate and complete data, as returned by 
them annually to the interstate commerce commission—this pro- 
spective ‘‘cost of living’’ programme will here be confined to these 
first-class roads. 

Two variables, costs and time, are herein treated to reflect 
changes in the operating cost-scale as affected by varying wage- 
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scales and prices of railway materials through a period of eight 
successive years. 


BASE FOR RAILROAD Cost INDEX 


As index numbers are herein employed to picture operating 
cost movements, through successive years, a preliminary canvass 
of the available data and its varied presentation by the roads 
involved, from 1923 backward to 1912, suggests a low-cost period 
around the year 1915. A further examination of all adaptable 
records and cost figures recommends what has been selected by the 
United States railroad administration as a test period (i. e., a 
simple three-year average of the years 1915, 1916 and 1917) asa 
logical base period upon which to construct our index series. 
Careful reflection would suggest that, in lieu of a one-year cost- 
level for all component labor and material elements, the wider 
comparative range of item-costs through three full years would 
form a more ideal base year (T. P. average= 100) for relating all 
successive yearly costs down to and including 1922. The cor- 
rected figures for 1923 returns are not yet ready for assembling, 
but additional years can be added to this prospective series as the 
necessary data become successively available. On the other hand, 
this base selection is, or should be, largely influenced by the fact 
that many index numbers are rendered defective, and frequently 
distorted, by the use of a base too far distant from the periods for 
which comparisons are most desired. I shall therefore select, as 
the best index series for measuring the fluctuating costs of railroad 
material and labor, the average yearly costs of the items and 
classes involved, those items and classes being measured in dollar 
units in the base year (average T. P. year= 100)—in other terms, 
the ratios of the values of material and labor used, at actual costs, 
to the values of the same items if used at base costs. Of course 
both cost and quantity data must be used concurrently for each 
year so measured. 

A practical method, then, for obtaining this cost series would 
seem to be ‘‘an aggregated fixed base formula weighted by base 
values.”” Translated into algebraic terms we would have an 
equation like this: 

(Sum) C, x 
(Sum) Cy x Q 
C,= Cost relatives; 

C,= Base costs (T. P. average year); 
Q,= Base period quantities. 


, where 


Index number= 
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Substituting, our formula gives us the sum-products of the 
several base-period quantities by their changing cost-relatives, 
divided by the sum-products of these same base-period quantities 
by their various base-year costs. This reflects the variation of 
yearly costs, successively, from the basic-period cost, and the 
principle has been sanctioned in usage by authorities like Aus- 
tralia’s bureau of statistics, Dun’s index, and United States 
bureau of labor statistics. 

The tracks of these class 1 carriers traverse practically all 
United States continental territory, which is divided into three 
convenient geographical districts by the interstate commerce 
commission, viz., eastern, southern and western. The eastern 
district includes all states north of the Ohio and Potomac rivers 
and east of the Mississippi river, except a small portion of Illinois, 
the whole of the state of Wisconsin, plus the north half of Michi- 
gan; the southern comprises all south of the Ohio and Potomac 
rivers and east of the Mississippi river; and the western district 
includes all the remainder of the country, excepting Alaska and 
the island possessions. By grouping, within these separate dis- 
tricts, certain lines of inquiry can be narrowed down to sectional 
areas, with evidently beneficial results in the matter of technical 
comparisons. This would specifically apply in the proposed index 
with reference to the consumption of ties, lumber, ballast, coal and 
fuel oil. 


SOURCES AND SPECIFIC CHARACTER OF DATA 


The interstate commerce commission collects all the labor data 
and some of the material data needed for such an index series as is 
here contemplated. For the basic test period (fiscal years 1915, 
1916, 1917) certain data have been collected by the United States 
railroad administration, and these records constitute the best 
original source of information for most material items used by the 
steam roads within that three-year period. The administration 
records also show data for the federal control period (calendar 
years 1918, 1919 and first two months of 1920). 

Other sources that can be drawn upon are the census bureau, 
United States geological survey, valuation bureau of the inter- 
state commerce commission, federal trade commission, depart- 
ment of labor, and certain standard periodicals (in a corroborative 
way) like Railway Age, Iron Age, Engineering News-Record, Coal 


Age, and American Lumberman. The American Metal Market © 
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figures could be utilized as a relative source of information, but the 
so-called market quotations will not always accurately measure 
the exact costs of large quantities of materials to the larger railway 
systems, which often purchase at contract prices far in advance of 
the specific periods in which the actual materials are applied to 
track and roadway or worked into car and locomotive equipment. 

The total operating expenses for the average year of the test 
period approximate $2,261,558,700, and this test period is chosen 
as the only one in which the actual quantities of materials used for 
the maintenance of these steam roads can be secured readily. It 
was considered a normal pre-war period average, and so fixed by 
official ruiing as the basis for adjustments with the roads, covering 
transactions under the federal control and guaranty periods. A 
sufficient number of material items was tabulated by the United 
States administration to form a fair basis for all fiscal settlements 
with the railroad companies, and will therefore furnish figures for 
a fairly accurate cost index. 

The total list of forty-three material items and about sixty-eight 
classes or different grades of labor may be segregated, correlated, 
combined, grouped, districted and finally summarized under the 
following three general headings: 


A. Maintenance of way and structures; 
B. Maintenance of equipment; 
C. Transportation—rail line. 


Railway-maintenance cost keeping requires the summation of 
material and labor costs, and the aggregate method of comparison 
(as above formulated) is proposed for this measuring-stick series. 
In order to analyze why certain costs are high here and low there 
it is necessary to separate them carefully into their constituent 
factors and then calculate the relative ratio weights of each item 
under investigation. When a railroad superintendent, road- 
master, track foreman, car-repair foreman, section foreman or 
mechanical (shop) foreman needs material of any class he usually 
goes to the purchasing agent, storekeeper or material yard with a 
requisition order (for record). Thence desired issues of ties, rails, 
ballast, tie-plates, spikes, frogs, bolts, lumber, metals, cement, 
coal, fuel oil, machines, tools, etc., are made from stock and cor- 
responding charge-outs are entered against the proper jobs or 
classes of service. From these accurate and detailed store records 
complete material costs are maintained and furnished to the ad- 
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ministrative and statistical units at the road’s headquarters or 
general office. In like manner reports of all labor, from time- 
keepers and section foremen are sent in from all parts of the rail- 
way system. Then the statistical and accounting forces compute, 
tabulate and record the road’s monthly and annual operating ex- 
penses—from charge-outs based on initial costs, not from current 
market prices—for transmittal to governmental authorities like 
the interstate commerce commission and the United States rail- 
road administration. 

Without specifying each class of material and labor, item by 
item, a comprehensive grasp of the outlined plan may be gathered © 
from the following tentative tables. The quantities and aggre- 
gate money values covering so many primary items of material, 
combined with similar data for sixty-eight classes of basic-hour 
labor costs—all compiled from the varying returns of one hundred 
and seventy-eight separate railroads—would, of necessity, mount 
into huge volumes of figures, and several months’ time might be 
consumed in constructing even an eight-year year index, as here 
projected. 

As noted above, the requisite cost data may be grouped under 
three divisions, and a rough calculation from certain available 
figures, covering the entire United States, gives the following 
relative ratio weights for both material and labor: 


Aut (I. C. C.) Districts 


The relative-group percentages 
Average T. P. year 


Material—maintenance of way and structures............ 7.5% 
maintenance of equipment................... 8.6 

Labor—maintenance of way and structures.............. 14.1% 

maintenance of equipment... 19.0 

Grand total—material and labor................ 100.0% 


A glance at the above table reveals the rather surprising fact 
that the labor element constitutes about 70% (or more than two- 
thirds) of the entire operating outlay, while material items barely 
total 30%. The importance of fuel in the transportation group 
can be surmised when it is found to equal 13.5% of the grand 
aggregate, while all material costs of both maintenance sections 
total only 16.1%. It will be noted that the combined material 
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and labor costs for all transportation-rail for the test period 
amounts to 50.8% (or more than half) of the grand total for all 
districts. A circular pictogram chart would show the relative 
weights of these various groups and their constituent individual 
items in a very clear perspective. 

However, a more definite impression of the relative importance 
of individual material items may be gleaned from the following: 


COMPARISON OF MATERIAL ITEMS 
(All districts) 


T. P. year 
to 
material aggregate 
Maintenance of way and structures: 

4. Ballast (stone, sand, gravel, slag, etc.).............. 0.9 
3.6 

25.5% 

Maintenance of equipment: 


Transportation—ratl line: 
A. Coal (segregated into anthracite bituminus and coke) 40.6% 


B. Fuel oil (used by about 80 roads).................. 4.8% 
C. Wood (segregated into hard & soft)................ 0.1 
Grand total—all 100.0 


In similar fashion, by group totals, omitting long list of sixty- 
eight class titles: 


COMPARISON OF LABOR ELEMENTS 


(All districts) 
T. P. average year 


to aggregate costs 
i Maintenance of way and structures (labor-hours) is hast oi 20.1% 
Transportation—rail line (labor-hours)................ 53.0 


A ‘‘ Cost-of-Living’’ Index for Steam Railroads 


A fairly complete analysis of the test period maintenance- 
expense accounts for all first-class roads has been made by the 
United States railroad administration forces, and upon that basis 
the relative weights of all material elements and all labor factors 
can be calculated for the subsequent five years. 


THE RAILROAD ‘“‘COST OF LIVING”’ INDEX 
COMPARED WITH 
DEPARTMENT OF LABOR FOOD INDEX 


While there may not appear to be any direct relation between 
the actual yearly budgets necessary to the maintenance of our 
major railway systems in good operating condition, and the 
annual food outlay for the average American family in normal 
peace times, yet the ever-present factor of labor in most economic 
inquiries seems to warrant the following tentative comparison 


of these two indexes: 
COMPARISON OF INDEXES 
(Test period year = 100)—(Approximate figures) 
R. R. labor index Department of labor food index 


Year (All districts) (All United States) 
I. C. C. labor costs Wholesale Retail (costs) 

F. 1915 95 89 me 
F. 1916 98 gI 
F. 1917 106 120 

T. P. average 100 (*) (*) 
C. 1917 112 141 130 
C. 1918 163 158 150 
C. 1919 196 174 165 
C. 1920 234 186 181 
C. 1921 227 122 136 
C. 1922 208 117 125 
C. 1923 207 


From the above comparisons it will be seen that both index 
series here show a close agreement in their upward trend from 
1915 to their common high-peak year of 1920, but that the rise in 
the railroad labor index is much more rapid from 1917 onward, 
due, no doubt, to the fact that federal control of railroads com- 
menced with the first week in 1918. Another phase of the com- 
parison is the marked lag of the retail food index behind its whole- 
sale section, both ascending to and descending from the peak 
costs of 1920. 

It is interesting to note that Great Britain alone has approxi- 
mately three million laborers whose wages are reported as being 
regulated by an index of localized retail prices. 


(*) Though all department of labor indexes are related to the normal base-year (1913 =100), 
the food index ratios are here allocated to railroad base. 
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CONCLUSION 


Resultant index numbers from this outlined plan can be used 
advantageously in the formulation of numerous complex rate 
decisions and with specific pertinence in the settlement of railway 
wage disputes, aside from the broader value of such comparative 
information to the public in general and economists in particular. 
Massed figures on production, consumption, costs and prices of 
any commodity or service are becoming increasingly attractive 
and useful to the live modern business administrator if presented 
in concise, clear, readable form. 

A careful inspection of this tentative outline will indicate some 
informative and profitable facts that might be brought forth more 
clearly with the completed series, :otable among them being the 
disproportionately large labor factor in all recent railway operat- 
ing costs. This is strikingly apparent in the make-up of the 
figures for 1917 and all subsequent years under observation. 

Certain obstacles will be encountered in the computation and 
assembling of the data for this full series, but such a study offers 
a fruitful field for research investigations. 
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THE PRINCIPLES WHICH SHOULD GOVERN THE DE- 
TERMINATION OF CAPITAL AND THE AMOUNTS 
AVAILABLE FOR DISTRIBUTION OF DIVIDENDS 
IN THE CASE OF CORPORATIONS, WITH SPECIAL 
REFERENCE TO THE SYSTEM OF CAPITAL STOCKS 
WITHOUT A PAR VALUE 


(Continued from THE JOURNAL OF ACCOUNTANCY for June, 1924) 


By S. GUNDELFINGER 


CHAPTER VIII 
SHARES IN CAPITAL STOCK—A TRUE RESERVE 


THE one type of true reserve common to all corporations 
organized for profit is that portion of the corporate capital which 
represents the contribution made or secured to be made by the 
shareholders in exchange for their shares in the corporate capital 
stock. In the United States, this reserve is itself termed capital 
stock, although, strictly speaking, it represents only the fixed 
amount of the shares in that stock. In England, the more 
accurate designation, capital shares, or share capital, is current. 

The law of practically all states now provides that the capital 
stock must be maintained intact. It is, therefore, a reserve the 
maintenance of which is made compulsory by law. The neces- 
sity for the compulsion arises from the limited liability of share- 
holders to the creditors of the corporation. Except in a few 
cases, such as that of the stockholders of national banks, the 
holder of fully paid stock is free from liability for the debts of 
the corporation. This renders it necessary for the protection of 
the creditors that the amount of the capital stock be preserved 
in some form among the assets of the corporation. To prevent 
the diversion of values representing capital stock, corporate 
accounts invariably show the share capital separate from other 
corporate capital, thereby indicating its nature as a reserve. 

In the development of the corporate form of business, capital 
stock has undergone a process of differentiation as a result of 
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which certain outstanding classes of shares in capital stock are 
to be distinguished. The principal classes are common stock 
(ordinary shares) and preferred stock (preference shares). All 
other designations, in so far as they apply to true share capital, 
are merely refinements. Preferred stock may be either cumula- 
tive or non-cumulative, participating or non-participating. The 
reader’s familiarity with the signification of these terms will be 
presumed. 


The custom of dividing the joint stock of the corporation into shares 
made its appearance in connection with the ventures of the early English 
trading companies. It is noteworthy that during the early period in the 
development of the business corporation the idea of par value for shares 
was absent. The innovation marks a later, though imperceptible, devel- 
opment. Incidental to this assumption that all shareholders prima facie 
stand on an equality, it is probable that a par value was assigned to the 
shares to indicate that an amount equal to that represented on the face 
of the share had been contributed to the venture. That the idea of par 
value should so quietly creep in and be accepted apparently without 
question and almost immediately become the source of heated conten- 
tions and endless confusion is enigmatical. (A. J. Harno and R. F. Rice, 
“‘Non-Par Value Stock,” American Law Review, vol. 56, pp. 321, 322.) 


That the nominal or par value assigned to shares of capital 
stock is in the great majority of cases meaningless is now recog- 
nized. The capital of a corporation is subject to continuous 
change, as is also the market value of its shares of stock. For 
many years, also, 


the custom has prevailed of issuing paid-up shares of . . . corpora- 
tions in consideration of property taken at a valuation largely in excess of 
its money value. Under the laws of some of the states neither the sub- 
scription nor the payment of the whole amount of the nominal share 
capital of a corporation is a condition precedent to its right to engage in 
business and to incur debts. In some cases corporations have even been 
authorized by law to issue their paid-up shares at a discount, or, in other 
words, to disregard the statements in the charter and in the share cer- 
tificates as to the amount of the company’s capital and the amount of 
the several shares. . . . For these reasons the nominal amount of 
the capital of a corporation . . . rarely indicates the amount of its 
actual capital, or the amount originally contributed by its shareholders. 
(Morawetz, ‘‘Shares Without Nominal or Par Value,” Harvard Law 
Review, vol. 26, p. 729.) 


And in ‘‘Comment, Shares Without Par Value” (1921), 21 
Columbia Law Review, 278, we read: 


Even in cases, however, where stock with par value is fully paid in cash 
or in property taken at its actual value, practical experience has shown 
that it is quite impossible to maintain a constant equilibrium between the 
nominal capitalization of a corporation and its assets. A fortiori, when 
such intangible and problematical assets as good will and expectancies are 
capitalized, a share can represent only an aliquot part of the total assets, 
whatever its par value may be. The nominal face value then is always 
a fiction and one which the courts themselves disregard when recognition 
of it would be inequitable. 
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This does not exhaust the disadvantages of shares of capital 
stock having a nominal or par value. 


It often happens that a corporation having an established business finds 
itself in need of capital and desires to raise the required capital by selling 
additional shares at their market value. However, if the market value 
of the shares should be less than their nominal or par amount, the corpora- 
tion would be precluded from raising money by selling shares, inasmuch 
as they could not be issued lawfully for less than their nominal or par 
amount, while, of course, no one would be willing to pay more than their 
actual or market value. The corporation thus would be forced to raise 
the required capital by borrowing and increasing its indebtedness, al- 
though it would be sound business policy and in the interest of its creditors 
as well as its stockholders to raise the needed capital by selling shares at 
their market value. (Morawetz, loc. cit., p. 730.) 


Recognizing the possible abuses and disadvantages incident to 
shares of capital stock having a nominal or par value, the legisla- 
ture of the state of New York in 1912 enacted a statute (act of 
April 15, 1912, being sections 19 to 23 of the stock corporation 
law) authorizing the organization and reorganization of corpora- 
tions on the basis of shares of capital stock having no stated 
nominal or par value. Similar acts are now in force in more than 
twenty states of the American union. Differing in some details, 
they are substantially in accordance with the New York law and 
have elicited eager response on the part of corporate enterprise. 
The usual characteristics of the laws that authorize shares with- 
out par value are summarized as follows by Thomas Conyngton 
(Corporation Procedure, book I, chapter 14): 


1. Authorization may be secured upon organization by charter provi- 
sion, or by amendment of an existing charter. This latter method facili- 
tates reorganization. 

2. The privilege is generally limited to what are termed in New York 
‘business corporations,” that is, corporations organized for mining, manu- 
facturing, and mercantile ventures. There would seem to be no reason 
why such shares should not be issued by public utility corporations, but 
as yet it has not been done and is not authorized in any of the more 
important states. 

3. The statutes provide that in all cases such shares shall be equal in 
all respects. This would be the common law, and it has been reaffirmed 
in each state where a no-par-value-stock law has been enacted. Each 
share is equal in rights and privileges to every other share. 

4. Under these equal rights and privileges any holding of stock entitles 
the holder to one vote for each share held, to notice of corporate meetings, 
to inspection of the corporate books, to icipate proportionately in 
dividends after preferred dividends are paid, and to share proportionately 
in the surplus after debts are paid and after the preferred stockholders 
have been paid their principal and all accumulated dividends. 

5. The certificates of shares with no par value must give the number 
of shares to which the holder is entitled and should give the whole number 
of shares authorized to be issued. As the shares have no par value, it 
would seem that the holder should be informed as to whether his 
are each one-hundredth, one-thousandth, or one-millionth. In New 
York this information must be given but in no other state is it compulsory. 
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6. Allthe states prescribe some method of fixing a selling price, but 
there is a curious diversity of methods. It may , & prescribed in the 
charter, but this is objectionable, as one advantage of stock without par 
value is that the corporation may sell it for any price it may bring, and 
under this plan any change in price would require an amendment of the 
charter. Another plan is to have the price fixed by the directors, and 
sometimes this must be authorized or confirmed at a majority meeting of 
the stockholders. In some states the stockholders by a two-thirds vote 
may fix the price. 

7. The organization tax varies. In most of the states the tax on organi- 
zation is computed by assuming that each no-par-value share has a par 
value of $100. 

8. Another problem has been to fix a valuation of the stock in a cor- 
poration having shares with no par value, for the purpose of annual taxa- 
tion. In New York the rule is to take the outstanding preferred stock at 
its par value and add the actual sales price of all no-par-value shares that 
have been sold. In Pennsylvania the same rule holds. Generally, in 
assessing taxes the no-par-value shares are arbitrarily considered to be 
worth $100 each. If a corporation issuing such shares desires to do busi- 
ness in another state, its no-par-value shares are generally treated as if 
they were $100 shares. 

g. In only a few states is any provision made for preferred stock with- 
out par value. - Instead, where provision is made for the issuance of pre- 
ferred stock it is usually also provided that such stock shall be of specified 
par value and shall likewise be preferred in distribution of assets. In 
such case the preferred stock has preference in assets over any no-par- 
value stock. © good reason exists why preferred stock should not be 
issued without par value. If the preference is as to amount of dividend 
paid it could be expressed as so many dollars a share instead of being 
expressed as a percentage. 


The foregoing description conveys a fairly complete picture of 
the still somewhat crude present stage in the development of 
shares without a par value. Their chief significance lies in the 
elimination of a fictitious dollar-valuation of the individual share 
and in openly stating that a share is what it has always been and 
no more—a proportionate interest in the surplus earnings of the 
corporation and in the assets thereof upon liquidation. 

Upon the value of the corporate capital stock the system of 
shares without par value has no effect. We have seen in Smith 
v. Dana, supra, where the term capital is used in the sense of 
capital stock, that it signifies 


those resources whose dedication to the uses of the corporation is made 
the foundation for the issuance of certificates of capital stock, and which, 
as the result of the dedication, become irrevocably devoted to the satis- 
faction of all obligations of the corporation. 


And in Person & Riegel Co. v. Lipps, supra, the court said: 


. ._. the amount of the capital stock remains the same, notwith- 
standing the gains or losses of the corporation. 


The fact that certain shares of stock are unvalued does not 
detract from the validity of these statements of the law. Hence, 
the capital stock of a corporation issuing shares without a par 
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value is the aggregate amount received or secured to be received 
by it in exchange for the shares, and this amount remains the 
same, notwithstanding the gains or losses of the corporation. 
Nor does it matter that the several shares may be sold at varying 
prices. The aggregate received or secured to be received, either 
in money or property, constitutes the capital stock, and each 
share represents that portion of the capital stock which is equal 
to the quotient resulting from the division of the amount of the 
capital stock by the total number of shares issued, regardless of 
the price at which such individual share may have been sold by 
the corporation. 

Failure to recognize the principle of equality as between shares 
without par value has led to erroneous treatment of such shares 
in the valuation of treasury stock. On this subject we quote 
from R. J. Bennet and Paul W. Pinkerton (in Conyngton’s 
Corporation Procedure, book III. ch. 11, pp. 1125, 1126): 


The principle followed in the accounting for par-value treasury stock 
was that such stock should be carried on the books at par in order that it 
might properly be offset against the total issued stock (which is also 
carried at par), because the repurchase of a corporation’s own stock is in 
reality a reduction of the capital, at least temporarily. Applying this 
same principle to no-par Pon 5 treasury stock should entered on the 
books at the price at which it was originally credited to the capital-stock 
account. 

Stock of no par value, like par-value stock, may be repurchased by the 
issuing corporation at a price differing from that at which it was originally 
issued. If it is repurchased above that price, the difference will be a 
reduction in the surplus available for dividends, and will be debited to 
Surplus account just as in the case of par-value stock. It is especially 
necessary in the case of no-par stock to exercise great care to see that the 
contributed capital is never encroached on in distributions of surplus 
through dividends; and exact entries of the purchase price of treas 
stock are vital on this account in order that the surplus account as well 
as the capital-stock account may reflect the true conditions. 

No-par treasury stock repurchased at less than its original sale price 
must, in the same way, be carried on the books at the original sale price 
in order that the capital-stock account may, after the balance in the 
treasury-stock account has been offset against it, show the amount 
originally received for the stock which is outstanding. The difference 
between the original sale price and the repurchase price, or discount at 
which it was rebought, may, as in the case of par-value stock, be credited 
to contingent profit on treasury stock, or may be considered as creating 
a paid-in surplus. 

The above principle of entering treasury stock at the value at which 
it was calaally issued is in greatest favor, but there is another theory 
which has some adherents. If different blocks of no-par stock are issued 
at various prices, the capital-stock account at any time divided by the 
number of shares then outstanding gives the average issuance price of all 
stock. . . . There are those who favor bringing treasury stock into 
the books at this figure. Since, however, more of the unissued stock 
might later be sold at a price which would result in still another average, 
this method does not stabilize book entries as it might seem to do; and 
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whether such average values should be used in the determination of the 
effect upon surplus of the repurchase of stock or whether for this purpose 
one should use the price at which the particular shares reacquired were 
issued is a debatable point which will probably not be finally settled until 
the courts pass on some case of impaired capital. 

We are unable to concur in the advocacy of the method 
described in the above passage as the one in greatest favor and 
maintain that the booking of treasury stock without par value at 
an amount based upon a price per share in excess of the average 
price involves an impairment of the capital stock. It also implies 
the assignment of different values to shares of stock which the 
law prescribes shall be equal in all respects in all cases. Finally, 
the method advocated is, in certain circumstances, quite impos- 
sible of application. Thus, a shareholder who has acquired his 
holdings in four or five blocks at varying prices resells a portion 
of his holdings to a third party who, in turn, sells to the issuing 
corporation. It is utterly impossible for the corporation or any- 
one else to determine either the identity or the original sale price 
of the shares transferred. 

Not only do we insist on the average sale price as the only 
correct and permissible basis for the valuation of treasury stock 
without par value, but we further contend that such treasury 
stock requires revaluation upon each succeeding sale of unissued 
stock at a price other than such average price. The basis for 
revaluation is, of course, the new average price per share. 

It has already been pointed out that there appears no good 
reason why preferred shares should not be issued without a 
stated nominal or par value. Even where the preference is as 
to principal, the amount of such preference may be stated in 
the certificate without thereby clothing the share with a par 
value. 

The usual method of stating dividends as a percentage of 
capital stock is inapplicable, for practical reasons, in the case of 
capital stock represented by shares without a par value. To 
avoid misunderstandings, the dividend should be stated not as a 
percentage of the capital stock, but as an amount per share. 
This applies equally to the statement of the preference as to 
dividends in the case of preferred shares without par value. 

The concept of the true reserve as applied to the aggregate 
amount of shares in the capital stock, regardless of whether or 
not such shares have a stated nominal or par value, arises from 
the legal definition of the term capital stock and from the uniform 
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legal requirement that its amount remains the same, notwith- 
standing the gains or losses of the corporation. 

The amount of the shares in capital stock is not, however, the 
only class of reserves the maintenance of which is required by 
law. There are types of corporations which must create and 
maintain reserves solely in consequence of legal prescription. 
The following chapter deals with reserves of this class, as well as 
with reserves resulting from other corporate considerations. 


CHAPTER IX 
TRUE RESERVES OTHER THAN SHARE CAPITAL 


THE necessity or desirability of reserving portions of cor- 
porate capital for purposes other than the distribution of divi- 
dends we have attributed to the following causes: 

1. The inherent nature and purpose of assets represented by 
capital; 

2. Requirements of law; 

3. Contract; 

4. Financial and administrative policy. 

It is obvious that, in order to be available for distribution of 
dividends, an asset must be either in distributable form or readily 
convertible into distributable form. Use elements are, therefore, 
necessarily excluded from the class of assets available for distri- 
bution of dividends, and it requires no specific demonstration to 
show that a great many exchange elements are likewise unavail- 
able for physical distribution among shareholders as a dividend. 
To the extent, therefore, that such unavailable assets are neither 
required nor adapted to offset equivalent liabilities, they con- 
stitute the proper basis for a reserve or reserves, designated to 
correspond to the purpose or purposes for which such assets are 
held. Reserve for capital invested in plant and reserve for work- 
ing capital are typical designations. 

As a reserve necessitated by legal requirement, capital stock 
has been discussed at length in the preceding chapter. While the 
requirement of law with respect to the maintenance of the cap- 
ital stock is applicable to all corporations organized for profit, 
there are specific requirements of law which apply to certain 
types of corporations and, with respect to those types, necessi- 
tate the creation and maintenance of reserves in addition to cap- 
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ital stock. Thus, national banks are required by law to set 
aside annually out of profits certain amounts until a reserve 
equal to twenty per cent. of their capital stock has been accu- 
mulated. And in the case of the intermediate credit banks created 
by recent federal legislation it is prescribed that 
After all necessary expenses of an intermediate credit bank have 
been paid or provided for the net earnings shall be divided into equal 
parts and one-half thereof shall be paid to the United States and the 
baiance shall be paid into a surplus fund until it shall amount to 100 per 
centum of the subscribed capital stock of such bank and that thereafter 
10 per centum of such earnings shall be paid into the surplus. 

The foregoing provision compels the reservation of fifty per 
cent. of the net earnings of the intermediate credit banks up to 
$5,000,000, the amount of their capital stock and of ten per cent. 
of the net earnings thereafter, as a reserve termed surplus fund. 
The specific corporate purpose or purposes for which this reserve 
is to be created and maintained is not stated, but it must be 
assumed that the legal requirement implies such a purpose or 
purposes, as we must in the case of the national banks. 

More common than legal requirement is contract as a cause 
and factor in the creation and maintenance of reserves. We 
have already seen that funded debt may be secured, not only by 
the property acquired with the proceeds from the sale of the bonds 
evidencing such debt, but by all or part of the after-acquired 
property. The excess value of all such mortgaged property over 
the amount of the outstanding debt secured thereby constitutes 
a contractual reserve. Similarly, the excess value of property 
pledged as collateral over the amount of the loan is a contractual 
reserve. Where the terms of a loan prescribe the establishment 
and continuous endowment of a sinking fund, it is necessary to 
build up an equivalent contractual reserve pari passu. In all 
these cases the capital thus reserved is required for purposes 
other than the distribution of dividends. 

Contractual reserves of the type described in the preceding 
paragraph have no effect on the remaining portion of capital 
which, in the absence of other restrictive circumstances, is avail- 
able for distribution of dividends. There are, however, con- 
tractual reserves the existence of which precludes distribution of 
dividends altogether, regardless of whether or not otherwise dis- 
tributable capital remains. Such are the contractual reserves 
made necessary through failure to pay interest on outstanding 
income bonds and through failure to pay dividends on outstand- 
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ing preferred stock, both cumulative and non-cumulative. Inter- 
est accrued on outstanding income bonds is not a liability, unless 
it can be shown that failure to pay it is due to fraud. But the 
terms of the contract with holders of income bonds, both cumu- 
lative and non-cumulative, necessarily imply that interest must 
be paid from profits available for that purpose and thereby arrest 
the payment of dividends to stockholders until the income-bond 
holders have been paid. 

Similarly, dividends on preferred stock, whether cumulative or 
non-cumulative, are not, in the absence of fraud, compulsory, but 
must, under the terms of the contract with the preferred stock- 
holders, be paid before the common stockholders are entitled to 
a distribution of dividends. 

In both cases, reserves measuring the amount of the interest 
or dividend, cumulated or single, as the case may be, automat- 
ically constitute the remaining capital, if any, a contractual re- 
serve by restriction. 

The establishment and periodical endowment of reserves in 
obedience to provisions in the articles of incorporation or by- 
laws of a corporation is another example of contractual reserves. 

Reserves resulting from financial and administrative policy 
are as varied as the policies giving rise to them. While some of 
them constitute capital the reservation of which is required for 
corporate purposes other than the distribution of dividends, 
others represent capital the retention of which can only be said 
to be reasonably desirable. We use this term advisedly, for we 
cannot persuade ourselves that the retention of assets represent- 
ing capital, the desirability of which for corporate purposes other 
than the distribution of dividends is asserted on unreasonable 
grounds, renders such assets unavailable for distribution of 
dividends. 

Wide discretion is generally exercised by those directing cor- 
porate affairs in the matter of reserves. Even where the creation 
and periodical endowment of reserves is made a function of the 
stockholders’ meeting, the by-laws may confer additional dis- 
cretionary powers upon the directors. Thus, the by-laws of the 
United States Steel Corporation provide, in article V, section 6: 

Working capital—The directors shall not be required in January in 
each year, after reserving over and above its capital stock paid in, as a 
working capital for said corporation, such sum, if any, as shall have been 


fixed by the stockholders, to declare a dividend among its stockholders of 
the whole of its accumulated profits exceeding the amount so reserved, 
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and pay the same to such stockholders on demand; but the board of 
directors may fix a sum which may be set aside or reserved, over and 
above the company’s capital paid in, as a working capital for the com- 
pany, and from time to time they may increase, diminish and vary the 
same in their absolute judgment and discretion. 

Reserves such as reserve for working capital, reserve for addi- 
tions and betterments, reserve for development and others cover 
a wide range of corporate policy, varying from the recognition of 
economic necessity imposed by external circumstances and con- 
ditions or by well-considered plans to vague impressions as to 
the desirab‘lity of this programme or that. 

More articulate than this type of reserve, and capable of more 
exact measurement, are reserves for the replacement of outworn 
plant and equipment, reserves for sinking funds maintained not 
by reason of contractual obligation but as a result of financial 
policy and reserves for self-insurance. 

Reserves for employees’ pensions and other benefits, when not 
the result of commitments incurred through provisions in the 
contract of employment, are true reserves maintained as a matter 
of financial and administrative policy. 

The anticipation of obsolescence of plant and equipment may 
give rise to a corresponding true reserve, the measure and manner 
of periodical endowment of which must always be a matter of 
foresight in the light of past experience. 

Finally, there are unforeseen contingencies which in many a 
business require recognition as a matter of policy and supply the 
foundation for corresponding reserves for contingencies. 

While the foregoing enumeration of reserves cannot claim to 
be exhaustive, it is believed to be representative of the more 
common and outstanding types of true reserves. Strictly speak- 
ing, the remaining capital, if any, is the amount available for 
distribution of dividends. 

Yet, there are two additional reservations of reasonable desira- 
bility, which it is customary either to designate or consider as 
reserves, although they are, in the long run, available for dis- 
tribution of dividends. 

The first of these reserves is what is usually designated as a 
reserve for equalization of dividends and is set aside for the time 
being, as a matter of financial policy, to stabilize future divi- 
dends which might otherwise have to be smaller than usual. 
Such a policy appears to be sound in a well-established going 
concern. 
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The other reserve to which we have alluded is the so-called 
undivided profit. It arises generally from the reasonable desire 
to make the dividend either a round sum or a fixed percentage 
of the nominal value of each share. Convenience and custom 
have established this usage, as a result of which a relatively 
negligible portion of the corporate capital available for distribu- 
tion of dividends remains undistributed. 3 

The determination of the amount available for distribution of 
dividends in the case of corporations is marked by an elasticity 
commensurate with the infinite variety of situations and condi- 
tions surrounding modern business. That this elasticity has been 
and is being misused for selfish purposes foreign to the interests 
of the corporation, it will be readily admitted. The remedy lies, 
not in rigidity of rules, but in a wider and more general spread 
of knowledge in respect of the principles underlying the deter- 
mination of capital and dividends. 

This and the good faith which has ever characterized all truly 
successful enterprise will ultimately prove to be the safe and 
trustworthy guides of legitimate corporate business. 
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EDITORIAL 


The first important gathering of the 
accounting profession in the United 
States occurred at the time of the 
world’s fair in St. Louis in 1904. Accountants from all parts of 
the country and many from the British isles and Canada attended. 
Out of that first congress grew the rejuvenated American Associa- 
tion of Public Accountants. It was a meeting of the utmost 
importance to the entire profession, and its effects are being felt 
even to this day. Now in the twentieth year after the congress, 
when accountancy has grown to be one of the great professions, 
and when its members have increased far beyond the expectation 
of the pioneers, the American Institute of Accountants is to go 
back to St. Louis to hold its annual meeting. Preparations are 
being made for calling together all those now surviving who were 
present at the meeting of 1904, and invitations are being sent to 
the leading foreign societies to send representatives to meet again 
with the accountants of this country. The meeting is to be held 
away from the center of the city of St. Louis, and even those 
dreading the heat, which sometimes reigns in the Mississippi 
valley in the early fall, need have no fear of discomfort at the 
place designated for the meeting. The committee which has 
affairs in charge is actively endeavoring to make the event one of 
importance and much enjoyment. Members of the institute, 
of course, will be officially invited to attend, but, in addition, all 
those who have the welfare of accountancy at heart will find a 
ready welcome at the open sessions. The dates are September 
16th and 17th. 


An Important 
Anniversary 


The regional meeting of the American 
Institute of Accountants, held at Pitts- 
burgh in May, was a departure from 
precedent in at least one particular. It has been customary at 
nearly all meetings of accountants to consider a wide range of 


Programme 
Consistency 


42 


i 


Editorial 
subjects, many of them almost unrelated to each other, some even 
not directly associated with accountancy. At Pittsburgh the 
committee in charge of arrangements adopted the principle of a 
consistent series of discussions. The keynote—in these days of 
political conventions one thinks of keynotes—was the education 
of the accountant, and throughout the entire meeting the atten- 
tion of members and guests was devoted almost exclusively to this 
one vital and absorbing topic. There were papers dealing with 
education within the accountant’s organization, education in 
collegiate schools, in industry, and in fact with all departments of 
educative effort. The result was a comprehensive view of what 
has been and is being done to prepare the young man or woman 
for the profession of accountancy. This plan of directing the 
attention to one of the many subjects of interest to accountants 
might be followed with advantage at other meetings, not only of 
regions, but of the national organization itself. There are at 
least a dozen tremendously important questions, each of which is 
susceptible to a variety of approach. The idea of specialization 
in meeting assembled has very much worthy of commendation. 


It is now nearly two years since the 
American Institute of Accountants, 
after prolonged preliminary considera- 
tion and discussion, adopted a definite rule restraining members 
and associates of the institute from advertising their professional 
qualifications except in that modest and inconspicuous form 
known as a “card.”’ The productiveness of such a manner of 
bringing to the attention of the public one’s name and address is 
greatly to be doubted, but there are still a few practitioners who 
seem to feel that for a while at least it is well to adhere to the 
public announcement which a card permits. In the first days 
of the profession no one gave serious consideration to the 
question whether advertising was ethical or unethical. In- 
deed, the whole problem of ethics was scarcely known. It was in 
the air, but invisible. Prior to the adoption of the institute’s 
rule on the subject of advertising, a fairly large and vehement 
minority opposed with a good deal of strenuousness the restriction 
which was ultimately approved. It is much to the credit of this 
minority that practically all who constituted the opposition to 
reform have bowed to the will of the majority and have ab- 
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stained from even the slightest hint of infraction of the rule. 
A very small number of members felt it incumbent upon them to 
resign from membership in order that they might continue to 
proclaim their merits to the general public. These men even 
if mistaken are to be honored for their consistency. It was 
predicted when the rule was adopted that it would lead to the 


resignation of large numbers, but this prophecy has proven © 


utterly false, and the great portion of membership plays 
the game according to the rules laid down in the book of 
instructions. 


A time long enough to permit judgment 
of the ultimate effects of the rule has now 
passed, and experience has produced 
a complete substantiation of the prediction of proponents 
of the rule that its effect would be salutary. We have not heard 
of any accountant who has been compelled to renounce his profes- 
sional career because the institute has told him that he must 
conduct his practice in a manner comparable with the procedure 
in other learned professions. No report of financial disaster, 
following upon adherence to the rule, has been brought to atten- 
tion. The practice of the profession has gone on its way undis- 
turbed by the increasingly high standards laid down, and we do 
not believe that any accountant, even in those sections of the 
country where advertisement was described as essential to 
prosperity, has suffered injury of any kind. On the other hand, 
the general public is beginning to learn that the accountant 
regards himself as a professional man, and it begins to dawn even 
upon the advertising agent that what the accountant says 
of his vocation he really believes. Of course, everyone knows 
that a man’s own opinion of himself will ultimately be the opinion 
held by his neighbors concerning him. The accountant imbued 
with an abiding sense of the professional nature of his work will 
impress this opinion upon those with whom he comes in contact. 
It may be a slow process, but it is inevitable. Thus at the end 
of two years of experiment in restriction in the field of adver- 
tisement, the success of the adventure is sure, and it is incon- 
ceivable that the institute or the great majority of its members 
would ever return to the old system of competition in self 
exaltation. 


No Effects of 
Restriction 
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Why not’ Make it po one the range of the Institute’s 
me irect influence there are still men who 
believe that they will be heard because 
of their much speaking. Frequently we receive copies of circular 
letters of solicitation which are referred for the purpose of demon- 
strating either the merits or demerits of advertisement, depending 
upon the point of view of those who report the matter. For 
example, there is before us a letter emanating from a firm of 
accountants in the middle west, which is charmingly lacking in 
self abasement. There is not a trace of excessive modesty about 
it. There is another emanation from a hitherto unheard of firm 
or company which describes the city of its domicile as the most 
important in the country, and by inference describes itself as the 
most important accounting organization in this most important 
city. The editorial office of this magazine is more or less in- 
timately in touch with accountancy throughout the country, and 
yet no one in the office had ever heard of this so important 
company. What we are now wondering is why those outside the 
institute, who feel free to advertise, continue to do so when they 
have before them the example of practically all the large firms 
which have made a great success in the profession and of the 
great majority of the smaller firms, which following the ethical 
code of the institute have established themselves in high repute, 
and dwell in the Street called Straight. 


Wasn't it Pliny who said, “Out of 

Northern 
, Alaska always something new?” Per- 

aps in the original aphorism it was 
Africa instead of Alaska, but that was due to Pliny’s restricted 
knowledge of geography. The bulletin of the American In- 
stitute of Accountants, published June 14th, contained the text 
of a C. P. A. law enacted by the territorial legislature of Alaska 
and approved by the governor. The law is original and has 
many points worthy of careful study. A few outstanding 
peculiarities may be noted here. The first is the provision that 
accountants may, if they desire, claim exemption from jury duty. 
This is a point upon which there has been some discussion from 
time to time, and there is a good deal of sentiment in favor of such 
exemption, but, on the other hand, many members of the profes- 
sion feel that they should not claim an exemption which would 
interfere with the rendering of a public service. Jury duty is no 
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joy, but it is a demand which the state rightly makes upon its 
reputable citizens. The trouble with many juries has been that 
their personnel was not always reputable. The elimination of 
accountants from eligibility would by just so much reduce the 
standard of jury lists. However, there are in Alaska probably 
not enough accountants to make a serious dent in the number of 
available jurymen. 


The second point is a definite provision 
that a man who is a certified public 
accountant of any state may so describe 
himself by appending to the designation the name of the state of 
origin of his certificate. Recent legislation and decisions have 
been largely opposed to the permission of such use of account- 
ants’ qualifications, and there seems to be a general tendency 
toward more and more restrictive regulation. But when all is 
said and done, is it not the fairest thing to permit a man who 
is a certified public accountant of Maine to say so, even if he 
be in California? Or when he is a certified public accountant 
of Washington, to say so, even if he be in Florida? Many 
state boards are interpreting their laws in accordance with 
the provision of the Alaska statute. Whatever opinion may be 
held on the subject, no one can deny that the insertion of such a 
provision in a law renders easier its administration. It clearly 
defines what may and may not be done. 


Recognition of Foreign 
Certificates 


But perhaps the most revolutionary 
section of the law is that relating to 
communications between an account- 

ant and his client. Readers will remember that in Maryland 

a new accountancy law provides that such communications may 

be regarded as confidential and privileged. But Alaska goes 
: further along the road. Up there toward the Arctic circle, 
‘ in the open spaces, they believe in doing things thoroughly. 
Not only is the information in the possession of an accountant 
to be regarded as confidential, but the practitioner who is guilty 
of breach of confidence shall have his certificate revoked and 
shall not thereafter be licensed to practise in the territory. 
The law reads: “A certified public accountant shall not be 
subject to examination on confidential communications be- 
tween his client and himself nor forced to divulge any informa- 
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tion which he shall have acquired as a confidential communica- 
tion except at the instance of his client, and any certified 
public accountant who shall otherwise divulge such information 
shall have his certificate revoked and shall not afterwards be 
licensed to practise accountancy in the territory.” 


In the bulletin of the institute published 

Mississippi Excels June14th,appeared aresolution adopted 

by the Mississippi state board of ac- 

countancy, which seems to mark an epoch in the development of 

accountancy legislation and control. The ruling is brief, but is 
worthy of careful perusal. 


“‘WHEREAS, It appears that many holders of Mississippi certificates 
as certified public accountants reside in other states practising as certified 
public accountants, thereby removing themselves from the observation 
of the Mississippi state board of public accountancy, therefore 

“‘ Be it resolved, That it shall be the duty of such non-resident holders of 
certificates issued by the Mississippi state board of public accountan 
to conform their conduct to the standards required in the states of their 
residence; that any failure to conform to any reasonable regulation or 
ruling made and had by the state board of public accountancy in such state 
of residence shall be regarded as unprofessional conduct within the meaning 
of the Mississippi state accountancy act. 

“‘ Be it resolved further, That any holder of a certificate issued under the 
authority of the Mississippi accountancy act who resides in another state 
and is engaged in the practice of public accounting therein shall notify 
the board of the state in which he maintains such residence and place 
himself under the observation of such board. A failure so to place 
himself under the observation of such board shall be a defiance of such 
said board and shall be regarded as unprofessional conduct within the 
meaning of the Mississippi state accountancy act. 

“Be it further resolved, That this resolution be given due publicity in 
order that the state boards of other states may be informed of the purposes 
of the Mississippi state board of public accountancy.” 


, There has always been what seems like 
. a readiness to view with equanimity, if 
Trials of Others 

not complacence, the difficulties arising 

in neighboring states in the administration of a law. In what- 
ever state an observer happened to be resident, it did not 
cause him any loss of sleep to learn of the trouble attending 
administration in other states. This has been particularly true 
in the case of accountancy. There has been a good deal of 
interstate jealousy, and although many laws contain reciprocal 
clauses, there are very few which contain entirely liberal 
provisions for the recognition of certificates issued in other 
states. In almost every case the issuance of a certificate is 
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dependent upon the existence of similar reciprocal provisions in 
the state whose certificate is under consideration. In other 
words, many states will issue reciprocal certificates to accountants 
of other states provided the courtesy is returned or returnable. 
Mississippi, however, goes further than any other state of which 
we have record, and insists that its certificate holders, wherever 
they may reside shall obey the law and the regulations of their 
states of residence. Mississippi is one of the youngest of the 
states in point of C. P. A. legislation, but in this resolution of its 
board it has displayed a vision and fine feeling which augur well 
for the standards of its accountancy. 


Some years ago the word “efficiency” 
came into bad repute. It had passed 
through a season of altogether extraor- 
dinary popularity, and everything was measured, gauged, com- 
puted and estimated in terms of efficiency and inefficiency. It 
is an amazing thing how the people will take up a word, popular- 
ize it, use it on all occasions, and finally get themselves utterly 
disgusted with it. For example, in the last two or three years 
hardly a newspaper has escaped the use of the word “intrigue” 
as a transitive verb. We hear almost hourly use of the word 
“reaction.”” A man meets one in the street and says, ‘What is 
your reaction to this or that or the other thing?” It may be 
hoped, not only by the purist but also by the most common man, 
that both “‘intrigue’’ and ‘“‘reaction’’ will be thrown out into the 
discard, where “‘efficiency’’ has been lying for some time. This 
is all by the way. Its expression is induced by a few attempts on 
the part of persons describing themselves as experts in efficiency 
to resuscitate the word and ifs erstwhile application. For ex- 
ample, there is a statement issued to all kinds of people and 
businesses, which asserts the readiness of its writer to bring to the 
help of anyone and everyone that immense wealth of knowledge 
and experience which he has gained in the efficient management 
of every kind of activity known to the mind of man. Quite 
casually, it occurs to one that a professional man should scarcely 
care to describe himself as “efficient” or ‘‘expert.’’ There is 
something about these words implying superiority which is so 
distasteful to those more conservative people who prefer to de- 
serve rather than to utter praise of their accomplishments that 
we wonder whether the time may not be coming when even men 
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who have no claim to professional status will rigorously exclude 
boasting—for, be it remembered, no man can say that he is 
efficient or expert or qualify himself with any other description 
indicative of peculiar merit, without laying himself open to the 
just accusation of falling something short in point of modesty. 
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EDITED BY STEPHEN G. RusK 


Undoubtedly the revenue act of 1924, having recently made its bow to the 
public, will have the center of the stage while such matters as treasury decisions 
upon moot questions of the former revenue acts will appear dimly in the shad- 
ows not pierced by the spot-light. Aside from the reduction in tax rates, 
which of course is interesting but is easily comprehended, there are several 
features of the law that compel attention. The tax on gifts, the higher rates of 
estate tax, the tax on undistributed earnings, the new board of tax appeals, are 
some but not all of the features that will absorb attention for some time to come. 

Whether or not it is good economics to place such high taxes upon the transfer 
of an estate is a question that has caused much controversy and will always do 
so. It would seem, however, when one has amassed a fortune in spite of the 
many handicapping laws and has paid a tax on every dollar’s worth so accumu- 
lated, that the transfer of the estate to one’s heirs should not be subjected to 
such drastic taxes as are contemplated by the present law. However, it is the 
law and as such will be respected, though the same meed of respect is not 
merited by the logic underlying its enactment. The provisions by which gifts 
are taxed, however, seem to have been enacted with the sole object in mind of 
preventing the evasion of the estate-tax provisions. The creation of a board 
of tax appeals independent of the treasury department and apparently super- 
seding the committee on appeals and review (at least on tax matters arising 
with respect to the revenue act of 1924) arouses our curiosity. It is apparent 
that congress has given ear to the rumblings in the bureau of internal revenue 
caused by lack of sympathy of some of its departments with the findings of the 
committee on appeals and review. Whether or not the said departments will 
find themselves more in accord with the board of tax appeals the future will 
develop; but one thing is sure—and that is that hearings before this new body 
which are to be made a matter of public record, will at least render less likely 
any suspicion as to the motives behind, and integrity of, the findings of this 
superbody. While the contemplated publicity seems to violate the principles 
of privacy of one’s fiscal affairs and for that reason is to be deprecated, this 
particular publicity feature may in the end be a means of facilitating final de- 
cision of the taxpayer's liability for taxes, for he will be on notice that all his 
contentions as to fine points of his tax return must be supported by properly 
evolved evidence, and upon submitting such evidence in writing many doubts 
will be removed from the minds of the tax unit as to these moot points, and it 
will thus be enabled satisfactorily to adjust taxes within its own department 
that now are carried to the committee on appeals and review. There has been 
heretofore a lamentable timidity apparent in the tax unit which seems to have 
prevented it from making entirely justifiable adjustments of taxpayers’ liabili- 
ties, even though incontrovertible evidence has been presented to it with 
respect to the matters in question. The tax unit has seemed to be permeated 
with the idea that a taxpayer not agreeing with its findings was of necessity 
endeavoring to take an unfair advantage of the treasury department and it 


50 


r 


Income-tax Department 


seemed to adopt the attitude that every taxpayer appearing before it was guilty 
and was under the necessity of proving the integrity of his intentions. This 
statement, of course, is a generality, and numerous exceptions could be cited 
which controvert it, but anyone having opportunity to observe the unit in 
action would be obliged, though reluctantly, to admit the general truth of the 
assertion. The furnishing of adequate proof with the return should eventually 
cut down the work of the auditing division of the bureau of internal revenue, 
facilitate the collection of deficiencies and render unnecessary a great number of 
protests and appeals that are made necessary by the inadequate data with 
which the bureau now contends in endeavoring to determine the proper tax 
liability. 

Congress has revised the provisions of the revenue act relating to taxing 
undistributed accumulation of profits, with the evident intention of making 
them more readily enforceable. It is no longer required that accumulation of 
profits be in excess of the reasonable needs of the business, nor that the com- 
missioner certify to this effect, although unreasonable accumulation still con- 
stitutes prima facie evidence of a purpose to escape surtax. The fact that 
congress has raised the rate of such tax from 25% to 50% seems to indicate that 
there may be some doubt in its mind as to whether or not these provisions are 
enforceable, for if it were assured of the efficacy of the changes it has made a 
rate of 25% would be high enough to force any corporation to distribute all its 
earnings rather than to pay the additional tax thereon. 


SUMMARY OF RECENT RULINGS 


Massachusetts trusts are held to be associations within the meaning of the 1918 
act, and to be subject to the capital stock tax imposed by that act but not so 
subject under the provisions of the 1916 act, as the 1916 act applied only to such 
> 3 as were organized under statutory law. (Court decision, Hecht v. 

A company holding lands for sale was held to be doing business and therefore 
subject to the capital-stock tax, though no purchases or sales were made. 
(Court decision, Lane Timber Company v. Hynson.) 

Net profits credited to accounts of stockholders were allowed to be included in 
invested capital under act of 1921. (Court decision in English & Mersick Co. 
v. Eaton. 

Federal government is bound by the bankruptcy act and cannot review the order 
of court after accepting payment of taxes as determined by the court. (Court 
decision, United States v. Hines.) 

March 1, 1913, value used as basis of determining loss on sale of property 
though value at that date was ee t cost under 1918 act. (Court deci- 
sion, Flannery et al. v. United States.) 

Capital stock tax not measured by market value of share alone but may be 
assessed on basis of net assets of corporation. (Court decision, Ray Consoli- 
dated Copper Co. v. United States.) ; 

Where interest is paid to and accepted by a taxpayer, a suit cannot be main- 
— additional interest. (Court decision, Gerard Trust Co., et al. v. United 

tates. 

Estate taxes prescribed by 1918 act are not applicable to estates of 
dying before the passage of the act. (Court decision, Page v. Skinner. 
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Epitep By H. A. FINNEY 


(Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not lead the reader to assume that they are the official solutions 
of the American Institute of Accountants. They merely represent the personal 
opinions of the editor of the Students’ Department.) 


AMERICAN INSTITUTE OF ACCOUNTANTS 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—Part I 
MAY 15, 1924, I P. M. TO 6 P. M. 


The candidate must answer the first four questions and one other question. 


No. 1 (22 points): 


The Copper Metal Mining Co. has on hand, December 31, 1923, the following 
metals and ores: 


Metals in process (at cost)........... $75,000 
Oves on band (at cost)... ce 5,000 


The company did not operate during 1922 and had no inventory at the end 
of that year. 
The costs, not including depletion for 1923, were as follows: 


Milling and concentration.................. 700,000 
330,000 
Administrative and general expenses......... 100,000 
$2,380,000 
Production of finished metals for the year 1923: : 
Market prices of metals, December 31, 1923, listed as: 
Average prices of metals realized during the year 1923 were: 


From the foregoing data determine the profit or los. in the two ways named 
below, before depletion, for the year 1923 and the value of the inventory, at 
cost, as at December 31, 1923, each metal being valued separately, on the bases 
(1) that copper is the principal metal and silver and gold by-products and 
(2) that alk metal bears its own share of the costs. 
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Solution: 

(1) If copper is considered the principal metal and silver and gold are re- 
garded as by-products, the cost of copper would be computed by deducting 
from the total cost the value of the silver and gold produced. In determining 
the value of the by-products, the selling price of the metals disposed of and the 
market value of the metals on hand would seem to be the proper figures to 


apply. 
THE Copper METAL MINING Co. 


Statement of cost of copper sold for the year ended December 31, 1923 


330,000 . 00 

Less metals in process (at cost)............. hon has $75,000 

5,000 80,000 .00 
Less value of by-products: 

Silver: 


1,400,000 ounces sold @ $.70... $980,000 
200,000 ounces on hand, valued 


Gold: 
9,000 ounces sold @ $20....... 180,000 
1,000 ounces on hand, valued at 
Cost of 9,000,000 pounds of copper produced.............. 890,000 .00 
Less inventory, December 31, 1923—1,000,000 pounds of cop- 
per, valued at 1/9 of the total cost of production........... 98,888 . 89 


THE Coprer METAL MINING Co. 
Profit-and-loss statement for the year ended December 31, 1923 


Sales—8,000,000 pounds of copper @ $.145................ $1,160,000 .00 
Gross profit on sales of copper... ... 368,888 . 89 
Less general and administrative expense................... 100,000 .00 

Net profit (before depletion)... $268,888 . 89 


(2) If each metal is to bear its own share of the costs, it is necessary to deter- 
mine a method of apportionment of the costs. Weight alone does not seem 
to be an equitable basis because of the great difference in the relative values of 
the metals. Using weight as a basis of distribution would result in apportion- 
ing a very large amount of cost to copper, which has a relatively small value, 
and a very small amount of cost to gold, which has a relatively high value. 
It seems better, therefore, to apportion the costs on the basis of selling values, 
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using average selling prices for metals sold, and market value at December 31, 
1923, for metals on hand at that date. 
Tue Copper METAL MINING Co. 
Statement of cost of finished metals sold for the year ended December 31, 1923 


Less metals in process (at cost)............... $75,000 
Gees. om Cat Gast)... 5,000 80,000 .00 
Apportioned on the basis of the selling values of the metals: 
Metal Selling Portion of 
value cost 
Copper 
Sold— 8,000,000 pounds @ 
$1,160,000 
On hand—1,000,000 pounds @ 
Silver: 
Sold— 1,400,000 ounces @ 
On hand— 200,000 ounces @ 
130,000 110,000 939,230.77 
Gold: 
Sold— 9,000 ounces @ 
On hand— 1,000 ounces @ 


Cost of each metal apportioned between cost of sales and inventory on the 
basis of weight: 


Copper: 


Cost of sales—8/9 of $1,091,538.46.............0.000. $ 970,256.41 
Inventory— 1/9 of 121,282.05 
Silver: 
Cost of sales—7/8 of $939,230.77. ...........-0eeceeee $ 821,826.92 , 
Inventory— 1/8 of $939,230.77. 117,403 .85 
Gold: 
Cost of sales—9/10 of $169,230.77. $ 152,307.69 
Inventory— 1/10 of $169,230.77. 16,923 .08 
$ 169,230.77 
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THE CopPpER METAL MInING Co, 
Profit-and-loss statement for the year ended December 31, 1923 
Copper: 


Sales—8,000,000 pounds @ $.145....... " $1,160,000.00 

Silver: 

Sales—1,400,000 ounces @ $.70........ 980,000 .00 

821,826.92 

158,173.08 
Gold: 

Sales—9,000 ounces @ $20.00.......... 180,000 .00 

Total gross profit—all metals. ..............cceccceccecce 375,608 .98 
Less administrative and general expenses.................- 100,000 .00 
Net profit (before depletion)... $275,608 .98 
No. 2 (25 points): 


An incorporated firm of jobbers deals in a product having a busy season of 
only six months in each year. During that period the firm borrows consider- 
able sums from bankers on sixty days, renewable notes of the company, with 
the ‘ep ree guarantees of the directors. 

The bankers charge, for this service, 4% per cent. commission and 6 per cent. 
interest, both deducted in advance, and require that a substantial credit 
balance be maintained. 

Purchases are made on the terms of 234 per cent. discount for payment 
within five days after receipt of merchandise, 1% per cent. for payment within 
thirty days, and net after thirty and within sixty days. 

The selling terms to customers provide that statements shall be sent to them 
on the first day of each month, for the goods billed from the first to the last 
day of the previous month. 

For payments within thirty days, 24% per cent. discount is allowed or 14% 
per cent. for payment after thirty but within sixty days; for later payments no 
discount is allowed. 

The president of the company recommends that the system of financing 
purchases and sales should be changed as follows: 

(1) All purchases of merchandise to be paid for by trade acceptances 
of the company, payable at thirty days after receipt and acceptance of 
the goods, less a deduction of ont tne cent. (for cash discount) and plus 
6 per cent. per annum interest for thirty days on the net balance. 

(2) Monthly statements, for sales of the previous month, are to be 
sent out on the first day of each month, as before, together with a trade 
acceptance at 60 days from the date when sent, after deducting 1% per 
cent. discount from the total amount of the statement. (Customers to 
return these drafts, duly accepted, within eight days.) 

Renewals of the acceptances are to be allowed, in exceptional cases, 
for not more than half of the original amount of the monthly statement, 
on the following conditions: The 1% per cent. discount allowed previously 
is to be added back. To this total there is to be added 6 per cent. per 
annum interest for the additional period of credit, plus 4 per cent. 
commission and cost of stamps, if renewed for thirty days, or plus 4 per 
cent. and stamps for sixty days’ extension. (It is expected that renewals 
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will be for only 3 per cent. of the total annual sales, divided equally be- 
tween the additional thirty and sixty days’ periods.) 
An offer has been received from another banker to discount these trade 
acceptances at 6 per cent. per annum, plus % per cent. commission. 
The average date of discounting may be taken as the tenth of each month. 
You are asked to prepare, for the consideration of the board of directors, 
a statement showing the following details: 
(1) The average annual profit or loss on discount and interest for the 
previous five years. 
(2) The percentage of such profit or loss to the average total sales. 
(3) The effect of the proposed changes, as compared with the former 
average annual profit or loss on discount and interest. 
(4) Any other probable advantages or disadvantages of the proposed 
new method of financing. 
From the books you ascertain that the annual averages of the previous five 
years have been as follows: 


Total purchases (before deducting discount, 
but after deducting returns and allowances) $1,317,500 


Total sales and allowances deducted) 1,700,000 
Gross profit (after charging overhead)........ 170,000 
Discounts received on purchases............ 19,500 
Discounts given on sales................... 35,000 
Bank charges for commission and interest... . . 19,250 


In preparing the statement, show percentages to nearest two figures of 
decimals. For calculation, each month may be taken as thirty days and the 
year as three hundred and sixty days. 


Solution: 


(1) Average annual profit or loss on discount and interest for the previous 
five years. 


Bank charges for commission and interest..................44. 19,250.00 

Less discounts received on 19,500.00 
Net loss on discount and interest... $34,750.00 


Net loss on discount and interest............... $34,750.00 
$34,750.00+$1,700,000 .00 = 2.04% 


G) Effect of proposed changes, as compared with former average annual 
profit or loss on discount and interest. 


Transactions Interest and discount 
Income 
Expense* 
Purchases to be paid as follows: 
Average annual purchases............... $1,317,500.00 
Less discount—2 ........ 36,231.25 $36,231.25 
Trade acceptances for net amount........ $1,281,268 .75 


Interest on trade acceptances for 30 days at 6% perannum.. 6,406.34* 
56 
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Sales to be collected as follows: om 
Average annual $1,700,000 .00 
Less discount—1 144%... 25,500.00 $25,500.00* 

Trade acceptances, dated first of month, re- 
ceived for net amount................ $1,674,500.00 H 
Renewal acceptances expected to be for 3% | 
Discounts, originally taken by customers, thereon and for- | 
feited by renewals—1 14% of $51,000. 765.00 
Acceptances renewed for 60 days—™% of 
Interest—6% per annum for 60 days. 255.00 
Acceptances renewed for 30 days—% of 
Interest-—6% per annum for 30 days.............065 127.50 


(Presumably the interest and commission would be included in the face of 
the renewal acceptance, but the cost of the stamps would be paid in cash.) 


Discounting of trade acceptances receivable: 
Acceptances originally received for sales—.. $1,674,500 


These acceptances are dated on the first of the month, 
and discounted on the tenth (average); hence nine days 
have expired before discounting, and the discount 
period is fifty-one days. 


Bank discount—6% for 51 days, on $1,674,500.... 14,233.25* 
Commission—% % of $1,674,500... 4,186.25* 


Renewal acceptances: (presumably dated on the first of the 
| as the original acceptances would mature on the 


60-day acceptances: 
debt, after adding back 
the discount lost by customers. . $25,500.00 
Interest, presumably added to face. 255.00 
Commission, “ 127.50 
Bank days @ 6% per annum... . 220.00* 
30-day acceptances: 7 
Original debt, after adding back the 
discount lost by customers... . . $25,500.00 
Interest, presumably added to face. 127.50 
$25,691.25 


| 
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Bank discount—21 days @ 6% perannum.... $ 89 .92* 


64.23* 
Net discount and interest expense under proposed plan........ 13,194.70 
Net discount and interest expense under old plan............. 34,750.00 


(4) Other probable advantages or disadvantages. 
The substituting of trade acceptances for open accounts has the following 
advantages: 

(a) The amount of the obligation is definitely established by the 
written and signed document. 

(b) The acceptances may be discounted on more favorable terms than 
can be obtained if an attempt is made to sell accounts receivable. 

(c) Collection costs are reduced because collections are made by the 
bank purchasing the paper. 

(d) Bad debt losses are reduced because the purchasing bank makes the 
collections through a bank in the customer’s city, where the customer 
wishes to keep his credit reputation good. 

There is a possible disadvantage in that customers may object to making 
| nee subject to trade acceptances, with the result that sales may be 
ecreased. 


No. 3 (17 points): 

The following comparative balance-sheets and income accounts of the A B 
Company are submitted to you for scrutiny and comment. 

Reporting thereupon, what points would you consider of most importance 
for the attention of the management? State how you would emphasize these 
in your report. Suggest any changes in policy or remedies for existing con- 
ditions that appear desirable. What additional information would you re- 
quire before rendering your report? Do any essential facts appear to have 


been omitted? 
THE A B COMPANY 
COMPARATIVE BALANCE-SHEETS—JANUARY I, 1924 AND 1923 


January I 
Assets 1924 1923 
Fixed: 
Buildings (cost)........... $1,100,000 $1,000,000 
Plant and machinery (cost). 1,750,000 1,500,000 
————— $2, 850,000 $2, 500,000 
Deferred: 
Experimental work........ 500,000 100,000 
Current: 
Inventories— 
Raw materials.......... 500,000 400,000 
Finished goods.......... 275,000 250,000 
Accounts receivable, trade. . 900,000 1,000,000 
Accounts receivable, officers. 80,000 20,000 
2,015,000 ———————-_ 2,020,000 
$5,365,000 $4,620,000 
Liabilities 
$2,000,000 $2,000,000 
Current: 
Notes payable to banks... . $1,000,000 $500,000 
Accounts payable, trade.... 615,000 620,000 
Dividend payable......... 100,000 


1,715,000 —————_ 1, 120,000 
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Surplus: 
Balance, Jan. 1, 1923, and 
Income for year 1923...... 250,000 
1,750,000 
100,000 
$1,650,000 
$5,365,000 $4,620,000 
COMPARATIVE INCOME ACCOUNTS FOR THE YEARS ENDED 
DECEMBER 31, 1923 AND 1922 
Years ended December 31 
192 1922 
Cost of Sales: 
Raw materials: 
Inventories, beginning of 
$ 400,000 $ 300,000 
5,250,000 4,150,000 
Inventories, end of years. . 500,000 400,000 
4,750,000 3,750,000 
Factory overhead, including 
Manufacturing Profit........ 500,000 450,000 
Selling Expenses............ 180,000 160,000 
General and Administrative 
70,000 90,000 
250,000 —————-_ 250,000 
Solution: 


Some interesting facts regarding operating statistics and ratios may be shown 
by the following statement: 
Tue A B Company 
Statement accounting for increase in profit, 1922-1923 


Increase in gross profit: 
Increase in sales: 


$9,000,000 


In 1922 the rate of gross profit was 5.625%; if 
the rate had not nged the additional sales 
would have ‘ees additional gross profits 


or additional gross profits of............... $56,250 
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oOo — 
Decrease in rate of gross profit : 


This decrease in rate affected the gross profit 
on the entire volume of sales, which in 1923 


Increase in selling expenses: 


Increase in net profit on sales... 30,000 
Decrease in general and administrative expenses: 


It is to be noted that no provision has been made for depreciation and bad 
debts. Five per cent depreciation charges in each of the two years would have 
been $125,000 (1922) and $142,500 (1923), reducing the net profits to $75,000 
and $107,500 respectively. 

The rates of gross profit are extremely low; on the other hand the rates of 
selling and of general and administrative expenses are also low, and it is possible 
that an incorrect distribution has been made by which selling or general ex- 
penses have been included in the cost of production. 

The rate of net profit in 1922 based on sales was only 2.5% and the rate in 
1923 was only 2.8%. The rates of net profit each year, based on the capital at 
the end of the year, were also low, as shown in the following computations: 


1923 1922 

Net profit, before depreciation and provision for bad 
Net profit after depreciation at the rate of 5%...... $142,500 $75,000 


The inventories of finished goods shown by the balance-sheets do not seem 
to have been used in the income statements, a fact which discredits the state- 
ments of earnings. 
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The change in financial condition, as disclosed by the comparative balance- 
sheets, may be set forth more clearly as follows: 


Tue A B 
Statement of application of funds, for the year ended December 31, 1923 


Funds provided: 


By decrease in working capital—per schedule................ 600,000 

Funds applied: 

Additions to plant and machinery...............000eeeeeee 250,000 
Increase in deferred experimental work. 400,000 


Tue A B Company 
Schedule of working capital, December 31, 1923, and December 31, 1924 


Working capital 
1923 1922 Increase Decrease 
Current assets: 
Inventories: 
Raw materials.......... $500,000 $400,000 $100,000 
Finished goods.......... 275,000 250,000 25,000 
Accounts receivable—trade. . 900,000 1,000,000 $100,000 
Accounts receivable—officers 80,000 20,000 60,000 
$2,015,000 $2,020,000 
Current liabilities: 
Notes payable to banks. ... $1,000,000 $500,000 500,000 
Accounts payable—trade... 615,000 620,000 5,000 
Dividends payable......... 100,000 100,000 
$1,715,000 $1,120,000 
Working capital. $300,000 $900,000 
Decrease in working capital. .... 600,000 
$800,000 $800,000 


These statements show that the profits and the borrowed money have been 
used for the payment of dividends and for increases in fixed assets and develop- 
ment expenses. It is doubtful wisdom to incur short-time liabilities for such 
purposes. The working capital has decreased $600,000, and the ratio of work- 
ing capital, already too low in 1922, has been further reduced. Moreover, the 
current assets are growing relatively less current, as the trade receivables and 
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the cash are decreasing and the inventories are increasing. While it might be 
difficult to comment on the matter tactfully, attention should be called to the 
increase in officers’ accounts at a time when the company is borrowing heavily. 

The income statement does not show any specific charge for interest on bank 
loans, but this may have been merged in the general expenses. However, it 
would seem that the balance-sheet should show either accrued or prepaid 
interest. 

It is noted that the balance-sheet at January 1, 1923, shows the surplus at 
the beginning of 1922 without any addition for profits of 1922. It is possible 
that the dividends may have exactly equalled the profits; otherwise there is a 
discrepancy for which to account. 


No. 4 (12 points): 


You are given the balance-sheet and income account of a holding company 
owning the control of, or a substantial interest in, fifteen other corporations. 
Upon examination, you find that the holding company owns the entire capital 
stock of five of the companies, 60 per cent. of the capitalization of another 5 
and 25 per cent. of the capitalization of the remaining companies. 

The balance-sheets and income accounts of the fifteen subsidiaries are then 
submitted to you with the request that you prepare a consolidated balance- 
sheet and income account. 

Explain three different methods of consolidating the assets and liabilities 
of these companies. 

When the stock of the underlying companies is carried on the a 
company’s books at a discount or premium, how would you dispose of suc 
discount or premium? 

The holding company’s books showed net income from dividends of $2,000,000. 
All the subsidiaries had operated during the year at a profit equal to the 
dividends declared except one of the 60 per cent. owned companies which 
had paid no dividends and had sustained a loss of $3,000,000. Is this loss 
reflected in the consolidated income account? 

Why is a consolidated balance-sheet preferable to a holding-company 
balance-sheet ? 


Solution: 


The first requirement of the problem is to state three ways of consolidating 
the assets and liabilities of these companies. I am not sure what is desired. 
Taken with the statement of percentages of stock owned, the three desired 
methods may be: 

(1) Consolidate all the balance-sheets, regardless of the percentages. 

(2) Consolidate only those of which a majority of the stock is owned by 
the holding company, which would mean the five companies wholly owned 
and the five companies sixty per cent. owned. The balance-sheet would 
then show the investments in the other companies as separate accounts. 

(3) Consolidate only the holding company and the companies whose 
stock is fully owned, as the minority interests in the sixty per cent. com- 
panies are too large to justify a consolidation. 

The fact that the stock of the underlying companies is carried on the holding 
company’s books at a discount or a premium is of no significance. In con- 
solidating balance-sheets no attention is paid to the difference between carrying 
value and par, but to the difference between cost (assuming that the invest- 
ments are carried at cost) and the book value at acquisition; or to the difference 
between carrying value (assuming that the investment accounts have been 
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charged with subsidiary profits and credited with subsidiary losses and divi- 
dends) and the book value of the holdings at the date of the preparation of the 
consolidated balance-sheet. If the carrying value exceeds the book value as 
shown by the subsidiary’s books (book value at acquisition in the first case, 
and book value at the date of the consolidated balance-sheet in the second 
case), the excess is shown as goodwill on the consolidated balance-sheet; if the 
book value as shown by the subsidiary’s accounts exceeds the carrying value 
on the holding company’s books, the excess is deducted from any goodwill 
appearing on the balance-sheets of any of the constituent companies, or from 
goodwill arising from the purchase of other stock. 

The consolidated income account will not show the dividends received by 
the holding company from the subsidiaries, but will show the combined earnings 
of the several companies, apportioned to the holding company and to the 
minority interests. 


No. 5 (24 points): 

Prepare a federal income-tax return for the year 1923 from the following 
information: 

Your client, Arthur V. Sheridan, was the head of a family consisting of his 
wife, himself, four dependent children and his sister, aged 15, the expense of 
whose education and maintenance was borne by him. 

In 1923 his wife received a legacy of $50,000 in first Liberty loan second 
converted 4% per cent. bonds; the interest received on these bonds in 1923 
was $1,000. 

His sister is one of the beneficiaries of a trust fund; her share of the income 
. 1923 was $560. The income is being accumulated until she reaches the age 
of 21. 

In 1916 your client received $100,000 common stock of the A T Corporation 
for his services as founder. This stock he transferred to his wife. It had then 
no market value and paid no dividends in 1923, control of the corporation being 
acquired by a larger company, which paid $100,000 to secure this common stock. 

Remuneration received by A. V. Sheridan, as director of several under- 
takings, was $12,000 for the year 1923. __ Interest received on mortgages, notes 
and bonds amounted to $1,256. Dividends received on preferred stocks of 
American corporations were $894 for Arthur V. Sheridan and $620 for his wife. 
A preferred dividend of $240 was declared December 25, 1923, payable January 
I, 1924, on stocks owned by your client. 

His expenses during 1923 were as follows: 

Business traveling expenses, including repairs and supplies for passenger car, 
$1,120; office rent, etc., $620; legal expense, $300; loss on loans to A. Jones, 
$800; loss through insolvency of stockbroker, $7,500; loss on speculation in 
German currency, $1,200; loss on farming operations at summer home, $832; 
loss on investment in Bolivian bonds, sold December 22, 1923, $7,500. Loss 
on loan made to High Power Steel Company, $12,500; this amount was lent 
on debentures; preferred stock, value $3,000, was received in settlement of 
claim on reorganization of the company in 1923. 

Other expenditures during 1923 were interest paid on loans, $857; real-estate 
and state taxes paid, $1,075; contributions to charities, churches and colleges, 
$560; to political associations, $250. 

(a) Show the amounts payable for normal tax and surtax. 

(The surtax rate for 1923 was 1 per cent. for taxable income over $6,000 but 
not over $10,000, with 1 per cent. increase in the tax on each additional $2,000 
up to $30,000 and over, but not exceeding $32,000, on which the tax was 13 

rcent. The rate then increases 1 per cent. on each additional $2,000 up to 

8,000 /$100,000 on which the rate is 47 per cent.) 

(b) State an alternative method of making the return, by which a saving 
could be effected in the amount of taxes payable, and give the necessary figures. 
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Solution: 

The problem appears to require a tax return for Arthur V. Sheridan alone, 
and suggestions as to an alternative method for making the return in order to 
effect a saving. The column in the following statement headed “‘Husband”’ 
contains the figures for Mr. Sheridan alone, and the three columns taken to- 
gether furnish the facts necessary to show the alternative method. 


Joint return Husband Wife 


Income: 
Sale of stock of A T Corporation... $100,000 $100,000 .00 
Selecy as 12,000 $12,000 
Interest on mortgage, notes and 
1,514 894 620.00 
Total...... $114,770 $14,150 $100,620.00 
Deductions: 


Business traveling expense, includ- 
ing repairs and supplies for pas- 


+ $1,120* $1,120* 

Bad debts: 

Insolvent stockbroker......... 7,500 7,500 
Loss on speculation in German cur- 

Loss on farming operations at sum- 

832* 832* 

Loss on Bolivian bonds... ....... 7,500 7,500 

Loss on High Power Steel Com- 

pany debentures............. 9,500* 9,500* 

5 

Taxable income (loss **)............ $82,906 $17,154** $100,620.00 
Exemption: 

$2,000 

Dependents... . .. 2,000 $4,000 
1,514 5,514.00 894 4,620.00 
Income subject to normal tax........ $77,392.00 $18,048** $96,000.00 
15,073 .34 22,757 .60 
Total tax at normal and surtax rates... $21,104.70 $30,277 .60 


Total tax on capital net gain: 12 1/2% 
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The table does not contain the following items of non-taxable income and 
non-deductible expenses: 


Non-taxable income: 


Interest of $1,000 on $50,000 first Liberty loan second converted 44% 
bonds is exempt from tax. 

Income of sister amounting to $560 is taxable to the trust. 

Preferred dividend declared December 25, 1923, not taxable unti! re- 
ceived in 1924. 


Non-deductible items: 


Political contributions $250. 

Other contributions of $560 not deductible by husband because he has 
no net income, and hence the contributions cannot be 15% of such 
net income. 


The items marked with a single asterisk should perhaps not be considered as 
deductible expenses. There is no evidence that Mr. Sheridan is operating a 
business which necessitates the incurring of traveling expenses, the maintaining 
of an office or the incurring of legal expenses. Moreover, if the farming opera- 
tions at the summer home are conducted for recreation rather than for profit, 
the loss on such operations is not deductible. The loss on High Power Steel 
Co. debentures is also doubtful as a deduction, because of the reorganization 
feature referred to in the problem. Without complete information, it is im- 
possible to say whether this loss should be deducted in 1923 or deferred until 
the preferred stock is sold. 

If the items marked with an asterisk are not taken as deductions, Mr. 
Sheridan still has no taxable income, as these items aggregate only $12,372, 
which is not a sufficient amount to change the net loss of $17,154 into a net 
income. 

If the husband files a separate return, the wife will also file one, and her tax 
will be computed as shown in the third column of the statement. Ignoring, for 
the time being, the feature of tax on capital gains, the normal tax on her net 
income of $96,000 would be $7,520, and the surtax on $100,620 would be 
$22,757.60, making a total tax of $30,277.60. But, as the wife’s tax under the 
124%% rate for capital gains would be only $12,500, her payment under the 
separate return would be $12,500 rather than $30,277.60. 

Considering now the possibility of effecting a saving by filing a joint return, 
and including doubtful items already commented upon as deductions, we find 
that the total tax at normal and surtax rates would be $21,104.70, and the tax 
under the capital gain rate would be $12,500. Therefore it is immaterial 
whether the taxpayers file separate returns or a joint return, as the tax in either 
event would be $12,500. 

However, it is possible that the losses on Bolivian bonds and High Power 
Steel Co. debentures may be considered capital losses. This would be the case 
if these securities had been held for two years and if the reorganization of the 
High Power Steel Co. does not necessitate a postponement of the deduction of 
the loss on the debentures. 
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No. 6 (24 points): 
ACTUARIAL (OPTIONAL) 

The British debt to the United States, to be paid by the issuance of bonds, 
is four billion six hundred million dollars. If interest for the first ten years is 
to be paid at the rate of 3 per cent. on the annual balance outstanding and 
thereafter at 3} per cent., what equal annual payments will discharge the 
debt with interest in sixty-two years? What debt remains at the end of the 
tenth year? 

(Given) 3%=.74409412 
372% = 708918 
vis = .16714824 
“oe = LI 184945 
Solution: 


The principal of the debt, $4,600,000, is the present value of an annuity, or, 
rather, of two annuities: 
An ordinary annuity of 10 payments, at 3%; and 
An annuity of 52 payments, at 344% deferred 10 periods at 3%. 
Present value of ordinary annuity of 10 payments, at 3%: 
I —.74409412 (present value of 1) =.25590588 compound discount. 
25590588 + .03 =8.530196 present value of annuity of 1. 
Present value of annuity of 52 payments at 34%, deferred 10 periods at 
3%: 
Present value of 1 due 52 periods hence at 344% =.16714824. 
I —.16714824 = .83285176 compound discount. 
.83285176 + .035 =23.795764 present value of ordinary annuity of 52 
payments at 34%. 
23.795764 X.74409412 (present value of 1 at 3% due 10 periods hence) = 
17.706288 present value of 52 payments of 1 at 344% deferred 10 periods 
at 3%. 
8.530196+17.706288 = 26.236484 sum of present values of two annuities. 
$4,600,000,000 + 26.236484 = $175,328,371 equal annual installment. 
The second part of the problem asks for the amount unpaid at the end of the 
tenth year. This can be computed by multiplying the annual payment by the 
present value of 52 payments at 344%, as follows: 


$175,328,371 X23.795764 = $4,172,072,539- 


The computations may be checked by setting up a table showing the reduc- 
tion of the debt during the first ten years, as follows: 


Balance, end of first year............... 4,562,671 ,629 

4,699,551,778 
Deduct second payment................. 175,328,371 


Balance, end of second year............. 4,524,223,407 
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4,659,950,109 
Deduct third 175,328,371 
Balance, end of third year............... 4,484,621,738 
134,538,652 
Deduct fourth payment................. 175,328,371 
Balance, end of fourth year............... 4,443,832,019 e 
4,577,146,980 
Balance, end of fifth year............... 4,401 818,609 
Balance, end of sixth year............... 4,358,544,796 
130,756,344 
Deduct seventh payment............... 175,328,371 
Balance, end of seventh year............ 4,313,972,769 
Deduct eighth payment................. 175,328,371 
Balance, end of eighth year.............. 4,268,063,581 
Deduct ninth payment.................. 175,328,371 
Balance, end of ninth year............... 4,220,777,117 & 
126,623,314 
Deduct tenth payment.................. 175,328,371 
Balance, end of tenth year............... $4,172,072,060 


As compared with $4,172,072,539, as computed above. However, absolute 
accuracy cannot be expected when dealing with large values and using a rela- 
tively small table. 
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Tax Legislation 
Editor, Journal of Accountancy: 

Sir: Your editorial on pro tax legislation in the February issue of THE 
JouRNAL, while presenting the prevalent view of the income-tax question, is 
not in the writer's opinion borne out by the facts. The theory that the income 
tax must be paid ultimately, to a large extent (almost entirely some would have 
us believe) by the consumer of goods, has been the talking point of those who 
fostered the Mellon tax-reduction scheme. Aside from the question of whether 
the Mellon plan should or should not be adopted one of the arguments put 
forward by its champions will certainly not bear scrutiny—it is this theory of 
“tax shiftability.” 

If the income-tax law is not a law that places the burden of taxation on 
those who can afford to pay, according to certain specified gradations, then 
it has failed dismally in its purpose. To many it had seemed the most nearly 
ng plan ever devised of putting the burden of taxation where it can best be 

rne. In the face of what we thought was proven in this country as well as 
abroad, i. e., that those who make the return actually pay the tax, there have 
been brought out an array of fallacies to show how and why income taxes are 
shifted from the person who pays them to someone else in the form of higher 
rents, higher interest rates, etc. This possibly might have seemed so during the 
period of war when those in a position to do so took advantage of every pretext 
to boost the selling prices of their products. They were not adding the in- 
come, excess profits or surtaxes to the selling price of their article;  Soendineg 
they were simply profiteering, that is, carrying the economic law of supply and 
demand to its logical conclusion. A number of our prominent journals and 
leading citizens have given voice to this idea that surtaxes paid are shiftable. 
The secretary of the treasury asserts that ‘‘no thoughtful person longer doubts 
that irrespective of his income, he pays the high surtaxes in the general price 
level.” Roger Babson tells us that the wheat farmer adds the tax which he 
pays to the cost of wheat and recovers it in the price which he receives. Presi- 
dent Coolidge’s Lincoln day address, when he followed the course of a steer 
from the time it left the farm until the hide returned to the farmer as a pair of 
shoes, indicates that the president thinks the farmer had to pay the taxes of 
all the intermediate distributors and producers who handled the steer and its 
leather. The president said: “If the farmer ultimately wears the shoes he 
pays everybody's taxes from the farm to his feet.” This overlooks the fact 
that the farmer, according to this theory, had originally added his taxes to the 
price of the steer. 

It is obvious that this shifting theory is ridiculous; the margin of shiftable 
tax is little or nil. If we are going to argue for lower taxes, let us do so, but for 
goodness’ sake let us get sound reasons for our opinions. In the first place if 
selling prices are based on supply and demand—and they largely are—then 
taxes can have no effect on selling price, for the selling price of a given com- 
modity is the same for all producers whether they pay high surtaxes, little or no 
surtaxes or actually sustain operating losses. If one says that the selling price 
is indirectly affected by taxes through curtailed supply he is confronted with the 
wonderful prosperity we are enjoying in most lines of enterprise. It can not be 
said that the general scale of taxes has resulted in any business depression. On 
the contrary cr on employment indicate that business is in a healthy 
condition and that present indications are that it will remain so for a long 

riod ahead. Professor Friday, the economist, has recently estimated our 
increase in national wealth for the year 1923 at twelve billion dollars. To those. 
who view the faulty distribution of earned wealth as a greater evil than any 
alleged limited or hampered production of wealth, heavy surtax provisions 
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in a law probably would a beneficial rather than detrimental to the general 
well-being. Professor Friday's figures if they bear any relation to fact certainly 
do not indicate any impediment in the way of the nation’s productive forces. 

Commenting on one of the points in your editorial, it can be said that one of 
the methods y which surtaxes are evaded, viz., the distribution of profits to 
employees in the form of bonuses, might in the minds of many be deemed a 
most beneficent reason for the levying of the surtax and a most gratifying result 
of heavy graduated taxes. That high taxes take money that might otherwise 
belinvested in profitable enterprise from the pockets of those who have large 
incomes istrue. If the country feels that the collection of taxes under the 1921 
law will give a surplus revenue which will be squandered in needless govern- 
mental expenditures then by all means reduce taxes. But let it not be done 
under any false assumption that the man whose income is so small that he 
pays no tax is going to benefit proportionately with the man who at present 
must give half his income to the government in taxes. One of our journals has 
— — puzzles left for solution to believers in this theory of accumulated 

table taxes: 


(1) Why does anybody except the farmer —,,* of his taxes if he can 
always meet them by making corresponding additions to the sales price 
of the goods? 

(2) How is it possible under a graduated system of general income 
taxation for business competitors of unequal incomes to transfer their 
unequal tax burdens to their customers and still continue to compete with 
one another? 


This is putting the matter tersely. The fact that those who pay the highest 
surtaxes are those who most bitterly complain and most strongly urge the 
reductions is the best proof that the levy is felt by those who pay it. 
advocates of surtax reduction can hardly claim that surtaxes could affect any 
great amount of our production cost even though this tax could be added to 
the cost of a commodity. Most of our big business is carried on by corpora- 
tions, and these organizations could not be expected to know in advance, nor to 
care, what the surtaxes of their stockholders a year hence would be in order that 
a ae pass them on to the consumer by adding them to the cost of pro- 

uction. 

Considering now the matter of ‘‘tax exempts,” it has been said that since 
tax-exempt securities are an avenue of escape for the rich man from the pay- 
ment of his taxes we should reduce taxes and invite a return of capital to — 
enterprise. This is another argument which will not bear study. In the first 
place there seem to be no conclusive statistics to support the contentions of the 
secretary of the treasury that rich men have the great mass of their wealth in 
tax-exempt securities. There are many people who maintain that a large 
supply of money available for public pee at low interest rates is of more 

to the country than if it be invested in business. Schools and hospitals, 
they tell us, do not pay dividends—but their ultimate benefit is not to be 
counted in dollars and cents. It would appear that the merits or faults of the 
tax-exempt security should be and must be handled by separate legislation, 
and if an evil exists end it rather than temporize with it by adjusting surtax 
rates. Let us change the law if we must, although nothing can be done to affect 
those securities now outstanding. 

No one can logically appeal to the national electorate with the argument that 
the money that representatives in the several state governments and political 
subdivisions thereof have spent has been spent not so wisely as it might have 
been and that the bond issues might better never have been floated but the 
money invested in private business, and that, to avoid this mistake in the future 
and limit the funds available to purchase public bond issues, the citizens should 
endorse drastic surtax reductions. This means that the public is called upon 
to impugn its representatives in state legislatures and municipal councils as 
having unwisely issued state and municipal bonds and that the people do not 
trust them, but that they intend in the future to safeguard their interests in 
that respect by making the flotation of bond issues more difficult. They can 


69 


re 
a 
2. 


The Journal of Accountancy 


accomplish this by diverting presently available capital into the field of business 
and this the Mellon plan is supposed if adopted to bring about. 

When presented in this light it would seem that the public is called upon to 
urge its representatives in = to save it from the ignorance and waste of its 
state and local authorities. e are indced in a horrible plight if we must go to 
Washington to save ourselves from the stupidity and prodigality of our several 
state governments, overlooking, perchance, the judicious use of the ballot for 
local and state election purposes. 

In the circumstances the conclusion logically follows that high surtaxes have 
not been detrimental to the progress of business nor felt in a higher price 
level by the general public, nor is a change in surtaxes advisable to cope with 
the tax-exempt problem. 

Yours truly, 


Victor G. GouGH. 
New York. 
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Book Reviews 


FACTORY OVERHEAD, by Frank WEBNER, The White Press, Inc., Wash- 
ington, D.C. 456 pp. 


The author makes no claim to the presentation of anything especially new. 
His purpose seems to have been to treat both the theoretical and prac- 
tical sides of the question and to emphasize the need of intelligent analysis 
of the factory expenses and the use of analyses by factory executives. Exec- 
utives, especially those without modern cost systems, would do well to read 
chapter II—“‘Human element.” This chapter points out the necessity for 
sympathetic consideration on the part of executives, something which is very 
often lacking. The following quotation from this chapter states a truth 
which applies to the majority of factory executives: 

“The average superintendent fails to get more than a small part of 
the vital facts and statistics that he should have to control the activ- 
ities of his plant intelligently. The desire to avoid the expense of the 
necessary system, that will bring such vital statistics to the superintend- 
ent has created this condition. Even where a works manager’s inert- 
ness does not take the form of open rebellion to the introduction of fa 
cost system, it may yet be fatal because of his reluctant adoption of 
modern methods, because of his strict adherence to the tenets of the 


stone-blind ‘practical’ man who never does anything unless it is mouldy 
with precedent.” 


On page 32 the author points out that piece-work does not fix labor costs. 
Overhead is really a part of a man’s labor cost and if a piece-worker consumes 
too much time he is a costly worker in spite of a fixed piece-rate. Chapter 
VI—“ Convergent methods’’—contains some good descriptions of the various 
methods of determining costs and the advantages and disadvantages of each. 
One looking for wage-payment methods which will increase production and 
lower costs will find some good suggestions here. In dealing with overhead 
analysis the author says: 

“Overhead is an inevitable incident of production, but a most elu- 
sive incident, almost impossible of proper determination and distribu- 


tion unless the plan of accounting be intelligently devised and as intelli- 
gently and faithfully carried out.’ 


He then gives examples of what is meant and draws conclusions from them. 
The chapter on power cost points out the various items of power cost with 
an elaboration of the indirect items. It also describes methods for determin- 
ing the basis of distribution. There are good points in the chapters on mate- 
rial and on waste and discrepancies. Most manufacturers should give more 
attention to determining what wastes there are and how to reduce them. 
Fixing the cost or determining the value of salvaged material and “‘co-prod- 
uct’’ more commonly known as “by-product” is treated in chapter XI. This 
is often a very perplexing problem. Some may find the solution to their 
problems here. Chapters XIII and XIV deal with plant investment and 
interest. It would be difficult to bring out anything new on the subject of 
interest on investment, but one who wishes to study the subject will find 
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some material here. The author questions some distinctions drawn by an 

author of prominence. Those interested in this subject will find something 

of interest and possibly of profit in the different viewpoints of the two authors. 

Chapter XV draws a clear distinction between maintenance cost and depre- 

ciation. Chapter XVI gives a very extensive table of depreciation rates. 

Chapters XVIII to XXV deal with the segregation and allocation of depart- 

ment overhead. 

I can endorse the statements contained in the last paragraph of the preface: 

“The aim has been to tell why and how at every step and to state 

the case in language as non-technical as possible. For this reason the 

book should prove a valuable manual of instruction and, it is hoped, 

of inspiration to any of the vast army of direct or indirect producers 
who are, or aspire to be, leaders in their work.” 

C. B. WILLIAMs. 


CONTRACTORS’ ACCOUNTING PRACTICE, by Witi1am M. AFFELDER, 
The Ronald Press Co., New York. 386 pp. 


It would be expected that a man occupying the position of Mr. Affelder 
should know his subject thoroughly. It would not necessarily follow that 
he would show equal ability to convey his knowledge to others. But Mr. 
Affelder knows and can tell what he knows so that the veriest tyro can read 
and understand. Here is a book that covers the practice of accounting for 
contractors from A to Z, a system so flexible that it may be applied with equal 
facility to the laying of a sidewalk or to the building of a railroad. Not only 
does it cover the needs of the contractor, but it also outlines a system of 
accounting for the owner and for the architect, which, dove-tailing more or 
less with that of the contractor, should go far to eliminate misunderstandings 
and disputes. 

The book is divided into four parts, the first three dealing with accounts 
for contractors and sub-contractors, and the last with those for owners and 
architects. Part I outlines the field conditions underlying the accounting 
system, giving the reader a bird's-eye view of wnat the contractor must expect 
to encounter and prepare for both as to the work and to the accounting there- 
for. Part II covers the range of general accounting for the contractor's 
office, beginning with a discussion of the accounting system and underlying 
principles, and following through with explanations of the purpose and use 
of each book and account. Specimen journal entries and pro-forma ledger 
accounts furnish concrete guides to the bookkeeper. Part III deals with the 
cost accounting system, an important part of a contractor’s records since he 
must depend largely upon it for data for future contracts. Differing basically 
from cost-finding as practised in manufacturing and trading, this part will 
be of particular interest to cost accountants. Part IV outlines a system of 
accounting for owners and architects. It is simple and yet most effective 
not only as a record for the owner or architect, but in a way it may be regarded 
as a “control” over the contactors’ system. An appendix contains forms of 
contracts, agreements, bonds, and a useful table of experience giving the life, 
depreciation, upkeep, etc., of a long list of contractors’ equipment. 


W. H. Lawton. 
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AUDIT PROGRAM AND SPECIMEN AUDIT, by D. Carrot 
Office Supply and Printing Co., Sheboygan, Wis. 72 pp. 


Audit Program and Specimen Audit consists of some seventy pages of 
exhibits and working forms, the purpose of which is to enable the accountant 
to know exactly what has been done in the course of an audit, and also to 
assist in finding readily any figures relating to the work. The material, which 
is prepared in typewritten form, is of working-sheet size. It includes thirteen 
pages representing the final statements to be rendered to the client, twenty- 
seven pages (green in color) illustrating the programme of audit, while the 
remaining pages, approximately thirty in number, illustrate various schedules 
and working exhibits. 

Since the primary duty of the auditor or his assistant on every audit is to 
produce a sensible set of working papers which will enable the one who is 
reviewing the work to see at a glance all its essential aspects and, as well, 
the main changes in the accounts which have taken place during the period 
under review, any form of working schedules or any arrangement of working 
papers which clearly and concisely gives this information must be considered 
satisfactory. Since, also, it is possible that there is considerable difference 
of opinion concerning the method of preparing these papers and the form 
they should usually take, it is not possible to criticize too minutely a work of 
this kind. In the large, the author seems to have designed his schedules in 
accordance with accepted practice, and the verification work suggested by 
the audit programme follows recognized auditing procedure. 

A great deal might be said as to details. The balance-sheet is shown in 
entirely too much detail, and it is questionable whether or not as a practical 
matter all small income and expense adjustments of the current year should 
be shown in the surplus account. It would appear that the author has so 
endeavored to be theoretically correct that he has lost all sense of practical 
proportions. One wonders why December 31, 1921, dividends on preferred 
stock are charged against the 1922 accounts instead of the 1921 accounts. A 
number of similar points might be raised. One might also question the desir- 
ability of giving to the client the number of statements suggested. The 
author first suggests eight statements consisting of thirteen pages of sched- 
ules, and later adds approximately a dozen additional exhibits which “ would 
probably be presented to our clients.” This, of course, is largely determined 
by what the client desires, his familiarity with accounting and auditing pro- 
cedure, the size of his organization, and similar matters. It may be that 
small clients would desire to have as many as twenty schedules and exhibits 
presented as a result of the annual audit; it is equally certain that the or- 
dinary large Eastern manufacturer would prefer only his certified balance- 
sheet or two or three pages of exhibits at most. 

An interesting part of the work is the way in which the programme of 
audit is interwoven with the working schedules. The author has followed 
the plan of taking the items as they appear in the balance-sheet, and then 
presenting first the programme of audit for one item, for example, cash. 
Several pages of audit programme may be required to outline the work which 
should be done. He then follows the audit programme, with a page or two of 
exhibits to show the way in which the work would be scheduled. This ar- 
rangement, again, is a matter of opinion and of preference. Personally, I 
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should prefer to have the audit programme complete by itself, rather than 
to have the programme of audit and the working exhibits so interwoven. 
The separation of the audit programme and the working schedules makes 
for much easier indexing of the working papers. Furthermore many public 
accounting organizations use no programme of audit at all; whereas others, 
by slight revision, use the same programme for a number of years or periods. 
In any case, the programme is more easily referred to if filed separately from 
the working schedules. 

With reference to the work as a whole, there is only one severe criticism 
to make of it. This relates to the advertising aspect of the publication. 
Whether done intentionally or not the author has from beginning to end 
advertised his own organization, even to such an extent that the author’s 
preface appears on the letterhead of the firm. Here is set forth the nature of 
the firm’s work, the location of its various offices, the names of the partners 
and similar information. Throughout the seventy-two pages of programme 
of audit and working schedules the partners’ names are combined to make 
the name of the business under audit. Even granting that this is not entirely 
wrong, it is assuredly very undignified and wholly out of place in the case of 
a professional concern. J. Hucs Jackson. 


MATHEMATICAL PRINCIPLES OF FINANCE, by Freperick C. KEnrt, 
McGraw-Hill Book Co., Inc., New York. 250 pp. 


This book is intended for use as a text in the theory of interest and in insur- 
ance probabilities, but accountants who make use of the methods of actuarial 
science either so frequently that they wish to master the fundamentals of the 
subject, or so infrequently that they require a reference book for the occa- 
sional refreshment of memory, should find the book useful, as the statements 
of procedure are clearly expressed, and as the appendix contains logarithmic 
and interest tables. Incidentally, many people may find the book useful 
because of the unusual feature of including interest and annuity tables at a 
number of fractional rates. Since the book has been written for use as a text, 
it should be reviewed from that point of view. Texts on mathematics of 
finance are required by two types of schools: universities offering day courses 
to regularly enroiied students working for a degree, and business colleges and 
evening schools of commerce. Students in schools of the first type usually 
bring to the course a recent and fairly thorough training in algebra and higher 
branches of mathematics. Students in schools of the latter type usually do 
not. The reviewer believes that this text is almost ideally adapted for use 
in schools of the first type, but doubts whether it is as well adapted for use 
in schools of the second type. Many of the formulas, while simple from the 
standpoint of students with some knowledge of algebra, would be quite too 
hard to be grasped by men who have forgotten or never studied the subject. 
Moreover, while day courses in the universities are usually devoted to the 
subjects of insurance and interest, students in evening courses, particularly 
those preparing for the profession of accounting, need training in other sub- 
jects. A book can hardly be written to meet equally well the needs of both 
types of schools, and the book under review is adequately commended by the 
statement that it appears to meet the needs of one. H. A. FINNEY. 
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C1923. 289 p. 
RAILROADS 
Accounting 
Wylie, Alexander. Accounting for Facilities under Leasing Arrangement: 
correspondence. RatLway AGE, June 7, 1924, p. 1352. 
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Valuation 

United States. President’s Conference Committee. Federal Valuation of 
the Railroads in the United States, Review Prepared by Frederick H. Lee, 
Secretary of the Developments in Connection with Federal Valuation Between 
May 15, 1923, and December 31, i923. 737 Commercial Trust Building, 
Philadelphia, Pa., December 31, 1923. 17 p. 

RESERVES AND SINKING FUNDS 

Relation of Reserve for Sinking to Depreciation. COMMONWEALTH JOURNAL OF 
AccounTANcY, March, 1924, p. 162. 

Tait, J. B. Reserves. COMMONWEALTH JOURNAL OF ACCOUNTANCY, March, 


1924, p. 164. 
ROADS AND HIGHWAYS 
Cost Accounting 
Thomas, G. Highway Cost Accounts: cont. Cost Accountant, April, May, 
1924, Pp. 390-5, 414-21. 
SHOES 


Accounting 
Cobb, Howard P. Shoe Factory Accounting and Cost Keeping. Chicago, 
Jacobsen Publishing Company, 1924. 392 p. 
Published in Hide and Leather during 1923. 
STANDARDIZATION 
Slow Process Towards Standardization. INCORPORATED ACCOUNTANTS’ JouR- 
NAL, April, 1924, p. 175-6. 
United States. Foreign and Domestic Commerce. Trade Association Ac- 
tivities. Washington, Government Printing Office, 1923. 368 p. 
(Elimination of Waste Series). 


ConTENTs: Statistics by Richard A. May and Frank M. Surface; Legal Aspects of 
Statistics by Nelson B. Gaskill; Cost Accounting. : 


STATEMENTS 
Financial 
Fixel, Arthur E. False Financial Statements, Remedies of Defrauded Creditors. 
Albany, Matthew Bender and Company, 1924. 307 p. 
STOCK 
No Par Value 


Gundelfinger, S. Prize Essay; Principles Which Should Govern the Determina- 
tion of Capital and the Amounts Available for Distribution of Dividends in 
the Case of Corporations, with Special Reference to the System of Capital 
Stocks Without a Per Value: cont. JOURNAL OF ACCOUNTANCY, June, 


1924, 420-31. ; 
Smails, R. G. H. Shares without Nominal or Par Value. CANADIAN CHAR- 
TERED ACCOUNTANT, May, 1924, p. 362-73. 
TIRES 
Cost accounting 
Dawson, Joseph J. Tire Factory Manufacturing Costs: pt.2. InpIA RUBBER 
Wortp, May 1, 1924, p. 503-5. 
TURNOVER 


Southern Stores’ Turnovers; Ohio Compensation Methods. Dry Goops Econo- 
mist, March 29, 1924, p. 16. 
Subdividing—Want Slips—Turnover. Dry Goops Economist, March 15, 


1924. 
WATERWORKS 
Accounting 
Mathews, George C. Some Accounting Problems in Municipally Owned 
Water Works. MUNICIPAL ENGINEERING, August, 1923, p. 75-80. 
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